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Pnincipal and Income 


and Some Court Decisions thereon of Interest to the 
Accountancy Profession. * 


By WittiAM F. Wess, C. P. A. 


The presentation of a very able and lucid paper on “ Contents 
and Modes of Stating Executors’ Accounts,” and the subsequent 
discussion of this subject at our last meeting, suggested to me 
to-night’s meeting as opportune to devote some special attention 
to that always important feature in executors’ and trustees’ 
accounts, the definition and distinction of :— 


PRINCIPAL AND INCOME. 


The subject is in reality very largely a part of the law of 
trusts, expressed and implied, with which, however, we are bound 
to be frequently confronted in the course of our work. It is 
hardly necessary for me to say, therefore, that this is not an 
attempt to present a legal paper, but to discourse upon and re- 
view the subject as an accountant, in the interest of the practice 
of accountancy. From our point of view and treatment it might 
be conveniently divided into two sections: 


1. The practice and principles, in distinction of principal and 
income, generally prevailing and accepted. 

2. Distinctions which present complications and which have 
given occasion for numerous and varying interpretations by 
different courts. 


*Address before the New York State Society of Certified Public Accountants, 
January 14, 1907. 
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As to the latter more particularly, I shall quote some rulings 
and decisions of the courts, the language and tenor of which will 
prove of interesting information and of assistance in our practice. 
You will realize with me that I cannot, by this compilation, enable 
the accountant to settle every point with which he may be con- 
fronted in actual practice, but it is merely my endeavor to increase 
our store of general knowledge and of legal decisions in this 
branch, in order to direct when occasion arises, our inquiries and 
researches in the proper channels, to promote accord and codpera- 
tion of lawyer and accountant and to generally promote the 
intelligence and efficiency of our services, and, not least, to pre- 
vent the accountant from making up accounts or schedules which 
may seem to him to be in accordance with common law or 
common sense, but which might not be in accordance with 
rulings or interpretations of the courts. 

Allow me to state that in this compilation I had reference to 
and quote or abstract from :— 

Edwin A. Howes, Jr.’s “ American Law Relating to Principal 
and Income.” 

Joseph Hardcastle’s “ Accounts of Executors and Trustees.” 

“ The Care of Estates,” by Frederick Trevor Hill. 

“ The Cyclopedia of Law and Procedure.” ‘(Cyc.)”’ 

“The Encyclopedia of Accounting,” edited by George Lisle 
and published by Wm. Green & Sons, Edinburgh. 

“The Apportionment Act of 1870 of England.” 

Various “ New York Reports of Cases in the Court of 
Appeals of the State of New York.” 

U. S. Reports—Vol. 136—of the case of Gippons vs. MAHON 
in the Supreme Court of the United States. 


SECTION I. 


a. Principal is the capital or corpus of the estate or trust, and 
is neither the cost value nor cash value at the time of appraisal, 
but the actual property itself in which it may be invested at the 
time. 

b. Capital: We are all familiar with the broad, common- 
place definitions of capital being the surplus of assets over liabili- 
ties, and the indebtedness of a business to its proprietors. Owing 
to the occasionally indefinite and confusing use of the word 
“capital” with respect to corporations, I have selected some 
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definitions which appear of particular interest in respect of the 
court’s decisions in the case of Gibbons vs. Mahon; McLouth vs. 
Hunt; and Lowry vs. Farmers’ Loan and Trust Co., cited later 
herein. In “ People vs. Roberts, 66 N. Y. App. Div. 157, 159; 72 
N. Y. Supp., 950,” capital is defined “as the property of a cor- 
poration contributed by its shareholders or otherwise obtained 
by it to the extent required by its charter.” Although the terms 
capital and capital stock are used convertibly, there is a difference 
between them. Capital stock in its strict significance exists only 
nominally (Hannibal, etc., R. Co. vs. Shocklett, 30 Mo., 550,558) 
and remains fixed, while the capital or actual property of the 
corporation varies in value and is constantly increasing or 
diminishing in amount. (State vs. Morristown F. Assn., 23 
N. J. L. 195, 196; Wells vs. Green Bay, etc., Canal Co., 90 Wis. 
442, 64 N. W., 69.) 

The word capital is also in general use as signifying the 
sums paid in by the subscribers with the additions of all gains or 
profits realized with such diminutions as have resulted from losses 
incurred in transacting business. (Weatherbee vs. Baker, 35 
N. J. Eq., 501-505; People vs. New York, 23 N. Y., 192, 219; 
Tradesman Pub. Co. vs. Car Wheel Co., 95 Tenn., 634, 653, 
32 S. W., 1097.) 

While some courts have used the word capital to mean what 
may be called for the sake of clearness the “ fundamental capital,” 
some opinions have used the term to include all the property of 
the corporation, and some appear not to distinguish between 
capital in respect of assets and capital stock in respect of liabili- 
ties, the foregoing definitions will be of interest to the practitioner 
of accountancy for the clearer appreciation of some of the later 
herein quoted decisions. 

c. Profits on Sales of Bonds are held as belonging to 
principal. (Matter of Gerry, 103 N. Y., 445.) 

d. Profits on Sales of Shares of Stock are held as belonging 
to principal. A decision in the case of Smith vs. Hooper (95 
Md., 16) has a particular bearing on this subject and is appended 
hereto. 

e-1. Wasting Principal or Wasting Values: It is held that the 
principal must not be consumed by the income. Persons entitled 
to the use of income for life, or a limited time (the life tenant), 


or the trustee holding property for the remainderman but under 


169 





The Journal of Accountancy. 


directions to pay the income to a life tenant, must provide for 
repairing the waste of the principal or corpus of the estate, which 
comes from its use or lapse of time, and preserve it intact from 
the ordinary process of waste, by deductions from income. Here- 
on is founded our general practice of charging the regular 
ordinary maintenance of property against income. 

A feature, however, requiring special care and attention, 
arises whenever payments to a life tenant, of what may be in the 
will or instrument of trust called “ income,” reduce the value of 
the investment as in quarries, mines, timber lands, oil wells, etc. ; 
or, where the value of investment decreases by mere lapse of 
time, as in leaseholds, part of the income may in such cases have 
to be added to the principal to repair or offset the waste, accord- 
ing to the expressed or implied intention of the creator of the 
trust. He may have considered the product from such proper- 
ties income, without realizing that it is not real income but part 
of the property itself. If the intention has been determined to 
imply preservation of the corpus or provision for an offset to 
waste, the accountant may have to charge the income periodically 
with an equitably apportioned replacement fund to provide for 
such offset or preservation. 

e-2. Bond Premiums belong also under this class of wasting 
property; the bond premium of a bond purchased by a trustee 
above par being the wasting part of the investment. This can be 
provided for by deducting from the income from collections of 
interest a sufficient. amount to replace the premium at maturity 
of the bonds. Jurisdictions differ, some holding for and some 
against the use of any part of the income to replace a premium. 
But the interpretation of the testator’s intentions naturally 
controls. (See various court rulings appended hereto.) 

f. Loss of Principal: It is a principle generally accepted and 


recognized that loss of principal of an investment is chargeable- 


against the corpus and loss of income chargeable against income. 
Loss of principal by unfortunate investment or by misappropria- 
tion of the corpus must ordinarily be borne by the principal; 
but occasions may arise where the loss is to be apportioned be- 
tween principal and income, as, for instance, in case of a fore- 
closure of mortgage, which results in loss of income, and when 
foreclosed property is sold, also in loss of principal. (Case of 
Trenton Trust & Safe Deposit Co. vs. Donnelly, 55 At. Rep., 93; 
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N. J. Ch., 1903; Meldon vs. Devlin, 31 App. Div. N. Y., 146.) 
In corresponding manner, profit on foreclosures of mortgage has 
been held to be apportionable. 

g. Taxes assessed on an estate before the death of a testator 
constitute a debt of the estate, and are payable out of the corpus 
the same as all other debts, even though they are for a period 
which begins only a few days before his death. (Matter of Bab- 
cock, 52 Hun, 142.) Special taxes or assessments for permanent 
improvements are generally apportioned between principal and 
income. Taxes upon unimproved property which produces no 
income are generally chargeable against principal. The inheri- 
tance tax is chargeable against the principal. 

h. Alterations and additions constituting investments and en- 
hancing the value of the property are generally chargeable against 
the principal; as are also extraordinary repairs, such as the ex- 
pense of putting into tenantable condition, property newly pur- 
chased or otherwise acquired. (Subsequent repairs of that nature 
are chargeable to income as ordinary repairs. ) 

1. Brokerage on the sale or purchase of real estate is in 
practice charged to principal because the custom is to treat such 
brokerage as a part of the price of the property. (While broker- 
age on the changes of investment is chargeable to income.) 

j. Rights or privileges given to stockholders to subscribe 
for new stock at less than its market value have a value in them- 
selves and belong to the principal, as do the proceeds from the 
sale thereof. The gain from such sale will usually be about 
balanced by a decrease in value of the old shares. 

k. Contracts: The trustees must carry out any contracts 
entered into by a testator prior to his death, and any profits re- 
sulting therefrom will belong to the principal and not to income. 

l. Expenses of Administration and Management: The ex- 
penses of administration of a trust, including trustees’ commis- 
sions for collecting and paying out the principal, as well as the 
expenses of a contest over the probate of the will, or of defending 
the estate against claims accrued during the life of the testator, 
are chargeable against principal—expenses of this character 
should be carefully analyzed and distinguished from the expenses 
of managing and carrying out a trust, which latter, including 
trustees’ commissions on income, and counsel fees in matters con- 
cerning management, are chargeable against income. 
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m. The Cost and Expenses of Suit for interpretation of a 
will or trust, are chargeable against principal. 

n. Funeral expenses are chargeable against principal. 

o. Income: The income of an estate consists of the proceeds 
of what the property produces; the receipts or profits which come 
from its use in business, accruing either in a given time, or, when 
unqualified, generally annually. We generally think of and con- 
sider income in connection with a time specification. It is held 
that income must not consume the principal. “ Income” in execu- 
tors’ accounts is not to include or embrace increase, which comes 
from increase in value, and, while the latter may be profit, it is 
in no sense income. (Smith vs. Hooper, 95 Md., 16, court de- 
cision appending hereto.) The meaning of the word is, however, 
not to be determined by an arbitrary rule, but by the meaning and 
intention of the testator to be deduced from the language of the 
trust created by him. 

The general rules and practice of what constitutes income 
are well understood by you as to rents, annuities, dividends, in- 
terest, profits from a testator’s share in a partnership, etc., and I 
will only review these various sources of current income briefly 
in respect of apportionment. 

p. Rents, Annuities, etc.: The New York statutes require 
apportionment of rents, annuities and other payments made pay- 
able or becoming due at fixed periods, so that on the death of 
any person interested in such rents, annuities, etc., or in the estate 
or fund, or on the determination by any other means of his inter- 
est, he or his representatives shall be entitled to a proportion of 
such rents, etc., according to the time which has elapsed since the 
last payment was due. (Code of Civil Procedure N. Y., 2720.) 
Under the statute, income of trust estates, except dividends on 
shares of stock, is apportioned to the death of the life tenant. 
(Matter of Young, 23 Misc. N. Y., 223.) 

q. Dividends on shares of stock in corporations based upon 
current income {regular dividends) are not apportionable as to 
time. Dividends declared before a testator’s death but payable 
after, belong to the principal of the estate. (Matter of Ker- 
nochan, 104 N. Y., 618), but a dividend declared after his death, 
though earned before, goes to income. The question of appor- 
tioning extraordinary dividends is different because it is usually 
possible to tell from the company’s periodical reports just when 
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the profits accrued, by periods of a year or six months. (Extra- 
ordinary dividends are dealt with in a later section herein.) 

r. Interest on debts and loans is apportionable at common 
law, being held to accrue from day to day and is therefore not 
one entire thing, but is an aggregate of many distinct things. 
The Massachusetts courts follow the English courts as to in- 
terest on the public debt, holding that interests on coupon bonds 
of all kinds, including those of private corporations, is not ap- 
portionable on the ground that each coupon constitutes a separate 
contract to pay a definite amount at a certain time. The New 
York and Pennsylvania courts seem to have taken a different 
view and apportion interest on coupon bonds. 

s. Profits in a Partnership: It has been decided that profits 
are not apportionable. A principal reasoning therefor appears in 
the fact that in business profits do not accrue steadily from day to 
day and are for this reason incapable of apportionment. Gen- 
erally, the question of apportionment of the profits of a private 
business does not arise on the dissolution of a partnership by the 
death of a partner, or as between the estate of a deceased partner 
and the continuing partners, but usually arises in cases where a 
business is carried on by trustees; and the question is therefore 
not one of division of profits as between partners, but as between 
the estate of a deceased beneficiary and the succeeding beneficiary. 

In the case of profits of a partnership, the important date is 
the period for which they are ascertained, not the date on which 
they are ascertained. Thus, profits of a partnership for a period 
of accounting ending on a certain date belong to the person en- 
titled to income on that date, even though the profits may not be 
ascertained for several months after his interest ceased. 

While profits of a partnership are not apportionable, interest 
on @ partner's capital is apportionable, following the general rule 
of interest. 

CHARGES AGAINST INCOME. 

t. The general rule and practice of charges against income 
are equally well understood by you, as expenses of management, 
trustees’ commissions on income, ordinary taxes and water rates, 
ordinary repairs, insurance, interest on incumbrances, brokerage 
on changes of investment (excepting purchase or sale of real 
estate), etc.; and care and scrutiny should be exercised by the 
accountant in the examination of bills or vouchers and the dates 
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of their having been incurred, covering such charges, in order that 
they may be properly apportioned. 

u. Apportionment in General: In apportionment as to prin- 
cipal and income or of charges as against principal or income, 
there is of first importance the intention of the creator of the 
trust or testator. The instrument executed by him determines 
what is to go to the life tenant and what to the remainderman. 
If the trust instrument does not provide clearly and acceptably 
as to apportionment, the general rules will prevail; but, if no 
agreement can be reached as to their application, the decision of 
the courts will have to be obtained. The date of the death of the 
testator, the date of the instrument creating the trust, the date of 
the death of the person interested in the income, and the deter- 
mination by any other means whatsoever of the interest of the 
person interested in the income, require important consideration 
in this connection. Apportionment with respect to estates, gen- 
erally speaking, is not as much a matter of calculation as a 
matter of arrangement between the parties, as in numerous in- 
stances the life tenant and remainderman have agreed or united; 
but, in case of disagreement, judicial decision will have to be 
obtained under consideration of the terms, meaning, and intention 
of the will or trust and all circumstances connected with it. 

The foregoing covers briefly and in rather a summary form 
the subject belonging to that division suggested by me of the 
practice and principles in distinction of principal and income 
generally prevailing and accepted. 

With your leave I now shall take up that other division. 


SECTION II. 


Of distinctions which present complications and which have 
given occasion for numerous and varying interpretations by 
different courts. 

The question involves almost entirely only dividends on shares 
of stock, and more particularly extraordinary dividends. 

The question becomes of special interest under the practice 
of corporations, more prevalent in recent years than formerly, of 
declaring out of accumulated earnings or surplus, stock dividends, 
thereby increasing the share capital, or of extraordinary cash 
dividends. Such dividends, not being actually paid out of current 
earnings, but being in reality a division of the capital of the cor- 
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poration, would seem to constitute part of the principal, and as 
such it would seem they should not be treated as income. 

Wherever the instrument creating the trust is not thoroughly 
clear, and trustee, life tenant, and remainderman appear to be at 
variance in construction thereof, judicial decision will have to be 
resorted to. 

Regular dividends can safely be treated as belonging to in- 
come at the time when they are declared, even though the com- 
pany may have lost money during the period for which the divi- 
dends were declared. It is a business policy of the officers of 
corporations to have their regular dividends uniform in amount; 
for this reason they retain enough of the profits of good years to 
make up the deficiency of poor years. As it is the declaration of 
the dividend which gives the stockholder a right to it, it is the 
general law that the owner of the stock, or the person entitled 
to the income of the stock at the time of the regular dividend is 
declared, is entitled to the whole dividend ; no inquiry being made 
as to when the earnings were made, and usually no attempt is 
made to apportion regular dividends as to time. 

Extraordinary cash dividends. ‘These present much more 
perplexing questions, and there would seem to be a hopeless con- 
flict of authority on several important points involved, as these 
extraordinary dividends are usually not based upon current earn- 
ings. Generally a large portion of the earnings on which such 
dividends are based have been accumulated before the shares of 
stock came into the hands of the trustee, and were represented in 
the value of the shares at the time the trustee acquired them. 

While undivided earnings of a corporation are not the prop- 
erty of the stockholder, and are not income to him while they 
remain undivided, he, nevertheless, has an interest in them pro 
rata to his stockholdings, as he has in‘all the property of the cor- 
poration; and it has been held, as cited in the first paragraph 
herein, as to capital, that capital signifies the sums paid in by the 
subscribers, with the addition of all gains or profits realized. 
The existence of undivided earnings increases the value of each 
share of stock, and for this reason they are in one sense capital 
of the stockholder. 

Stock dividends: These involve to a larger extent the same 
arguments and principles as the extraordinary cash dividends, 
only more pointedly so, in respect of their appearing as a division 
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of the capital. The usual reason for the issue of stock dividends 
is that the corporation has increased its working capital by the 
addition of undivided earnings. Usually the directors of a cor- 
poration have the right to decide what part of the earnings, if 
any, they shall distribute; what part they shall simply accumu- 
late as a surplus, and what part they shall use in increasing the 
plant, or in betterments. Any increase in the property of the 
corporation, in whatever form, would usually increase propor- 
tionately the value of the shares of stock. Judge Gray in the case 
of Gibbons vs. Mahon, 136 U. S., 549, renders a lengthy opinion 
and decision on this subject, which I have here at your dis- 
posal, but from which at this time I would quote the following: 


Reserved and accumulated earnings, so long as they are 
held and invested by the corporation, being part of its cor- 
porate property, it follows that the interest therein repre- 
sented by each share, is capital, and not income, of that 
share, as between the tenant for life and the remainderman 
legal or equitable, thereof. . . 

A stock dividend really takes nothing from the corpora- 
tion, and adds nothing to the interests of the shareholders. 
Its property is not diminished, and their interests are 
not decreased. After such a dividend, as before, the 
corporation has the title in all the corporate property; 
the aggregate interests therein of all the shareholders, 
are represented by the whole number of shares; and the 
proportional interest of each shareholder remains the 
same. The only change is in the evidence which represents 
that interest, the new shares and the original shares 
together representing the same proportional interest that 
the original shares represented before the issue of the new 
ones. 


Numerous other decisions on this subject are available. Those 
which appear of particular interest to us are the cases of Mc- 
Louth vs. Hunt, 154 N. Y., 179; and of Lowry vs. Farmers’ 
Loan & Trust Co., 172 N. Y., 137, and to which I would par- 
ticularly direct you. They are too lengthy to be made a part of 
this paper, but in a subsequent discussion of this subject I am 
prepared to read extracts therefrom. In the case of McLouth vs. 
Hunt, it is held: 


When a stock dividend declared by a corporation and 
allotted to shares of its original capital stock belonging to 
a testamentary trust estate, constitutes as a matter of fact 
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a distribution of accumulated earnings or profits, it rep- 
resents income and belongs to the life tenant of the trust 
estate as between him and the remainderman. 


In the case of Lowry vs. Farmers’ Loan & Trust Co., the case 
of McLouth vs. Hunt is referred to and laid down as a precedent, 
and it is held: 

Where a corporation has declared a dividend upon its 
capital stock, payable in new stock certificates, if it is 
based upon an accumulation of earnings, or profits, by 


their distribution in that manner, the stockholders receive 
the representative of income and not of capital. 


In the former case it is said that these questions (1. e., stock 
dividends being principal or income) have been the subject of 
discussion in the courts in this country and England for a century. 
The decisions though numerous are singularly conflicting and 
unsatisfactory. Further emphasizing this apparent conflict in de- 
cisions, I would also refer you to the cases of Jermain vs. Lake 
Shore R. R., gt N. Y., 483; and Jones vs. Terre Haute R. R., 
57 N. Y., 196, wherein appears laid down the rule that the right 
to undivided profits passes with the transfer of shares. 

The method of apportionment adopted in Earp’s Appeal, 28 
Pa. St., 368, the leading case for this doctrine in Pennsylvania, 
was to find the difference in value between the old stock owned 
by the trust at the date when the trust was established, and the 
old and the new stock together at the time of the stock dividends. 
The surplus earnings being left as large as when the trust began, 
the increase in value was held to belong to income. 

This seems to be the accepted method of apportionment of a 
stock dividend in Pennsylvania. No attempt is ever made to 
apportion for periods less than those covered by reports of the 
annual or semi-annual fiscal periods. In New York some juris- 
dictions have refused to apportion and give the entire stock 
dividend to income, as appears in the cases of McLouth vs. Hunt, 
and Lowry vs. Farmers’ Loan & Trust Co., cited before; also in 
Hites Devisee vs. Hites Exec’r., 93 Ky., 257. 

Extra issue of securities in consolidation. In the consolida- 
tion of one corporation with another, where there is an extra issue 
of stock or of bonds of the consolidated company for the purpose 
of equalizing the interest of shareholders, such surplus issue 
remains principal. 
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You will thus note that the subject of extraordinary dividends, 
and particularly of stock dividends, is quite an extensive one and 
particularly interesting to us, owing to the number of varying 
opinions rendered thereon by different courts. In recent years 
suits have been brought against several corporations to distribute 
some of their large surplus accumulated from earnings among 
the stockholders. These questions as to such distributions (in 
the form of dividends) being principal or income, are therefore 
likely to arise more frequently in the future than in the past. It 
is for this reason that I particularly recommend to your attention 
the cases, referred to before, of Gibbons vs. Mahon (U. S. 
Supreme Court), and the two cases in our Court of Appeals, of 
McLouth vs. Hunt and of Lowry vs. Farmers’ Loan & Trust Co. 
In the U. S. Supreme Court case a stock dividend is held to be 
principal, in the two cases in the Court of Appeals the stock 
dividends involved are held to be income. 

The three decisions are particularly noteworthy and the differ- 
ence in these opinions and the number of other varying opinions, 
encourages me to confess that the U. S. Supreme Court decision, 
and particularly also the decision referred to therein in the case 
of Williams vs. The Western Union Telegraph Co. (Court of 
Appeals, 93 N. Y., 162) appeal more to my reasoning and con- 
ception as an accountant than the other two opinions of the 
Court of Appeals. 

Even more marked seems the difference of interpretation and 
opinion in two cases of dividends declared from so-called “ float- 
ing capital.” I refer to the two cases of “ Hemenway vs. 
Hemenway,” decided in Massachusetts, and of the “ Second 
Universalist Church of Stamford vs. Harriet Colegrove,” decided 
in Connecticut. Both actions involve practically the same facts, 
t. e., the extraordinary cash dividend of the Pennsylvania Coal 
Company. The Massachusetts court holds this dividend income; 
the Connecticut court holds it principal. 

These differences of opinion appear further emphasized in 
various other cases referred to in the actions of Lowry vs. 
Farmers’ Loan & Trust Co., and of McLouth vs. Hunt. 

I venture to say that the possible conflict of opinion may not 
have occurred to a number of the testators at the time they exe- 
cuted the instruments referred to in some of these actions. How- 
ever, in the language quoted from these instruments, I have not 
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been able to find anything particularly expressed or implied by 
them, to preclude beyond a doubt some of the following assump- 
tions as to these testators’ possible state of mind, when they 
executed these instruments. 


First: That their intention was to bequeath to the 
life tenant the income that arose after their death. 

Second: That they felt themselves justified to con- 
sider, based on precedent and general acceptation, that the 
income accumulated up to the time of their death, or at 
least to the close of the fiscal period next preceding it, 
subject to the deduction of an amount necessary to pay a 
regular, or ordinary dividend, was part of the property 
or assets of the corporation in which they had part owner- 
ship in pro rata to their stockholding. 

Third: That they must have felt themselves further 
justified in the foregoing (second) assumption by finding 
this increase of assets from accumulated income rep- 
resented in the increased market value of their shares 
which represented part of the principal of their estate. 

Fourth: That they intended to imply that by any in- 
come stipulated to go to the life tenant, the value of the 
original shares stipulated to go to the remainderman, 
should not be depreciated and that they were of the well- 
founded impression, that a stock dividend, conditions 
continuing equally, would depreciate the value of the 
original shares. 


A stock dividend has been held to be representative of income. 
The terms “ capital” and “ capital stock’ would seem to be used 
convertibly in some decisions. For a better understanding let us 
distinguish in the use of the term capital and substitute the terms 
“assets” and “ capital stock’ wherever applicable. It will occur 
to us also that we consider income always in connection with a 
time limitation or a period, and that income is represented in 
property or assets. Income, where accumulating in assets, be- 
comes part of the general corporate property and its accretion 
cannot be identified in the assets (excepting in special cases 
where it may be set aside and specially invested, as for instance 
in the case of the Pennsylvania Coal Co.—to which I referred 
before). The amount of the accretion is of course shown and 
can be identified in an “ undivided profit ” or “ surplus ” account; 
and the interest in such surplus and the assets representing it, is 
represented by the capital stock or pro rata by each share thereof. 
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A stock dividend of, let us say 100 per cent., conditions con- 
tinuing equally, would reduce the value of the original shares by 
one-half. There would thus seem to be room for the argument 
that a stock dividend is also representative of assets, and more 
particularly representative of the increased value of the original 
shares of capital stock heretofore evidenced in the market value, 
and as such it would seem to be part of the principal. 

The following argument does not seem to have been offered, 
although there would seem to exist reason for it. If “ rights ” to 
subscribe for stock at less than its market value are held to be 
principal—and if increases, which come from increase in value, 
are held to be principal—why are stock dividends not generally 
held to be principal? They would seem in reality to be nothing 
more, than official, separately issued evidence of that increase in 
value of the original shares, which evidenced itself, before the 
stock dividend separated this value from them, merely in the 
market value of the original shares. 

The stock dividend when analyzed does in fact not seem to 
be income at all. The Court of Appeals holds in Williams vs. 
Western Union Telegraph Company, 93 N. Y., 192: 


After a stock dividend, a corporation has just as much 
property as it had before, and the aggregate of the stock- 
holders own no more interest in the corporation than be- 
fore the stock dividend. A stock dividend does not 
distribute property, but simply dilutes the shares as they 
existed before. 


Viewed in this light a stock dividend does not appear as a 
distribution of profits, and some misconception on the part of 
some corporations seems to have prevailed in the language of 
their resolutions declaring them. If a stock dividend is held to 
be income because it can be converted into money, the previously 
offered argument also prevails, that the proceeds of such con- 
version would seem to remain principal, because the original 
shares decreased in value to the extent of the stock dividend. 

Let us compare the last quoted decision (Williams vs. West- 
ern Union Telegraph Co.), holding “a stock dividend does not 
distribute property but simply dilutes the shares as they existed 
before” with two others previously quoted by me, 


viz: in McLouth vs. Hunt, reciting: “ When a stock dividend 
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declared by a corporation constitutes as a matter of fact a 
distribution of accumulated earnings or profits, it rep- 
resents income.” 





and in Lowry vs. Farmers’ Loan & Trust Co., ruling: “‘ Where 
; corporation has declared a dividend upon its 

capital stock, payable in new certificates, if it is based upon 

an accumulation of earnings or profits, by their distribu- 

tion in that manner the stockholders receive the representa- 

tive of income and not of capital.” 


and note the marked difference between the former and the 
latter two opinions. I remarked before that we generally con- 
sider income in connection with a time limitation or as for a 
certain period. Endeavoring to analyze the term of income 
further, the observation occurs to me, that income, when not 
expended or distributed, but allowed to accumulate, becomes 
capital or principal, on the reasoning that it produces increased 
value, and increased value is held to be principal. This would 
seem to apply to the individual as well as to the corporation. 
The income which you do not expend becomes your capital and 
after your death part of the principal of your estate. In the cor- 
poration the accumulated income becomes generally part of the 
assets or capital employed in the conduct of the business, losing 
its identity in items amongst those assets obtained by means of 
the original subscribed and paid in capital. Although such in- 
crease of assets is not the property of any stockholder, while 
undivided, the stockholder practically has an equivalent therefor 
in the recognized increased market value of his shares which 
constitute part of his individual capital. Let us also consider 
in connection herewith the accepted doctrine that “income must 
not consume principal.” Now, while the stock dividends in some 
instances are considered representative of or representing in- 
come, or assets accumulated from income, in distinction from the 
capital paid in by the subscribers, and are therefore held belong- 
ing to the life tenant as between him and the remainderman, the 
further argument does not seem to me to be precluded or un- 
founded—that the principal intended by the bequest for the 
remainderman would be partially consumed if the stock dividend 
did not go to him, because the value of the original shares at the 
testator’s death would diminish or be diluted on account of the 
stock dividend in pro rata to the amount thereof. 
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Numerous decisions are influenced by the language and evi- 
denced intention in the resolutions declaring the dividend, and 
conciseness therein on the part of directors will always be of 
advantage in the prevention of disagreements or as guidance in 
the court’s conclusions. 


While the corporate action may not be necessarily 
conclusive upon the court with respect to the question, if 
it is based upon facts and is not purely arbitrary it will 
and should be controlling. (Lowry vs. Farmers’ Loan & 
Trust Co.) 


And again we read in McLouth vs. Hunt: 


In this case the resolution recites that the earnings of 
the corporation had been withheld from the shareholders 
for almost ten years, that they had accumulated and that it 
was the intention of the directors in taking such action and 
the shareholders in consenting to it, to distribute such 
accumulated earnings in the form of stock certificates 
instead of money. It was therefore the intent and sub- 
stance of the corporate action to distribute earnings rather 
than apportion additional stock. 


The question here seems natural, was the intention to distri- 
bute earnings rather than apportion additional capital stock 
really carried out, when compared with the opinion in Williams 
vs. Western Union Telegraph Co. quoted before, “that a stock 
dividend does not distribute property, etc., etc.?” 

It is not my intention to criticize any of the decisions referred 
to, but to increase our familiarity with the subject, as an aid in 
our practice, to show to what extent it affords opportunity for 
the accountant’s arguments and theories, and to promote accord 
and successful cooperation between ourselves and the legal pro- 
fession. Both can do much in bringing about a generally better 
understanding and clearing of complications, by directing the 
minds of testators or creators of trusts in the disposition of their 
estates to the matters that should receive special consideration 
in order to avoid possible conflict of opinion or misinterpretation 
particularly as to principal and income. For after all the mean- 
ing and intention of the creator of that trust, to be determined if 
possible from the language employed in the creation of that 
instrument, is of first importance. 

Considering the subject of principal and income a step further 
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you will realize with me that a clear conception and interpretation 
thereof is not entirely without interest to the corporation and the 
investor. Holding stock dividends to be income might readily 
affect the attractiveness of a stock as an investment, and, as cor- 
porations can to some extent influence the interpretation by the 
language of their resolutions declaring the dividend, conciseness 
therein is therefore of direct interest to themselves. 

In introducing this subject to-night I stated it as my purpose 
to merely discourse upon and review it in the interest of the 
practice of our profession. From the diversity of opinions 
quoted on some of its features, you will realize with me to what 
extent therein, care on our part and the dependence upon legal 
advice or judicial decisions, may be necessary. There occur to 
me at this time the words with which the Hon. Eugene A. Philbin 
honored our profession at the annual banquet of The American 
Association of Public Accountants in October, 1905, in New 
York: 


The importance of your profession as affecting every 
mercantile interest or as affecting every phase of legal 
controversy cannot be overestimated. . . . In many 
instances we have found in our experience as lawyers that 
questions have arisen in commercial matters which were 
not susceptible to adjustment according to the ordinary 
rules of law. It is there we have found that some able 
accountant has advanced a theory and that that theory has 
been afterwards confirmed by the court and then added to 
our great body of common law. So that in the profession 
of the law we are indebted to you for the laws which you 
have created and for the laws that you have made and 
which have solved many of our difficulties. . . . We 
feel that we are closely allied to you. 


and those of Mr. John A. Wright at the Banquet at Columbus, 
Ohio, last November: 


From our point of view you are brethren of the law, 
you are in my humble judgment an administrative branch 
of the judicial arm of the government. . . . You have 
for your purpose the discernment not only of the truth, 
where a dispute arises and is pressed in court, but you have 
a still higher function; you have a function which enables 
you to do justice and prevent disputations. You stand at 
the right arm of the Judge in a court of equity. ; 
Justice is made expeditious by the skill which you exert. 
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You are time savers in the administration of the law, by 
your mediations, by the confidence that is reposed in you, 
by the accuracy of your determination of facts you pre- 
vent litigation. . . . you come eventually to do the 
refined work of one branch of the administration of justice. 









With recalling these words allow me to close and say, let us 
always endeavor to merit and justify the recognition and confi- 
dence bestowed upon us, by the intelligence and efficiency as well 
as the thoroughness and impartiality of our work. 
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Fraternal Life Insurance. 
By Kart L. Leg, C. P. A.* 


Fraternal life insurance dates from about 1875, and arose from 
a desire of the plain people of our country to provide in a modest 
way for their families, when the bread winner was taken away by 
death. The cost of life insurance in those days, through the legal 
reserve companies, was probably higher than now, and the treat- 
ment of policyholders was probably harsher than it is to-day, and 
many people of moderate means and moderate incomes had a 
firm conviction that protection for their families could be obtained 
at less cost through co-operation. 

The fraternal orders were started on crude business methods, 
but as time passed, the effects of those crudities appeared, and 
remedies were applied, which answered for a time. The realiza- 
tion has at last come that there are certain principles which must 
not be deviated from, and that organization, which first formulates 
such principles in a clear, correct and practical manner, will make 
an important step in the evolution of the fraternal system. 

The fraternal orders have grouped themselves under two super- 
vising bodies, the “ National Fraternal Congress,” and the “ Asso- 
ciated Fraternities.” The former was organized in 1886, and in 
the call sent out for the first meeting, this was said: “ The co- 
operative plan of insurance as carried on by our societies, has not 
wholly laid aside the character of an experiment; and the funda- 
mental principles upon which their future depends have never 
been fully proven or even investigated.” 

What was said twenty years ago as to the underlying prin- 
ciples of fraternal life insurance is to a large extent true to-day. 
I have scanned the annual reports of the governing bodies ; I have 
scanned the fraternal press, but have not yet found any clear and 
concise definition of those principles. I have found definitions in 
annual reports, which as literary productions, are quite creditable, 
but fail entirely as to the main points. 

In spite of all this, the fraternal orders have grown vigorously, 
and the movement has shown a vitality, which is evidence that 
they have come to stay. Recent compilations as stated by “ The 


Fraternal Monitor,” show that they have a 
*Copyright. 1907 by Karl L. Lee. 
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TE Peererr rire ieee ee 5,000,000 
Insurance in force is about ...............000. $7,000,000,000 
Total income for 1906 was about.............. 93,000,000 
Losses paid in 1906 were about..............-. 67,000,000 
Total assets in 1906 were about................ 80,000,000 


Since their organization the following orders have paid out in 
death losses : 


Ancient Order of United Workmen ............ $159,000,000 
SEE TOI oo o's as io Chee R Sede es riwvcnes 106,000,000 
PG GRUNT bic cid cnive tuccpnns eck ceseus 89,000,000 


Such large business has naturally, to some extent, made in- 
roads on the business of the legal reserve companies, but to my 
mind, it is quite clear that they have separate fields to work in, 
and may aptly be compared with the separate fields occupied by 
savings banks and national banks. The competition will only be 
felt along the border lines of their fields. A young man will start 
his banking in a savings bank; when he grows older, and in some 
instances prospers, he will handle his funds through a national 
bank, while still holding on to his savings bank. The same thing 
happens in fraternal orders. A young man twenty-five or thirty 
years old joins a fraternal order; if he prospers, he will probably 
obtain increased protection for his family from a legal reserve 
company, but still remain a member in the fraternal order. 

As the two branches of life insurance have properly their sep- 
arate fields, so I hold that the two are built on different principles 
of economics, and [ will now try to explain how these different 
principles affect the cost. 

The cost of life insurance is generally stated to be the result- 


ant of three factors: 
Mortality Cost 


Expense 
Interest. 

The mortality will be approximately the same in a fraternal 
order, as in a legal reserve company, but the measuring of the 
mortality as a cost factor differs between the two. The legal 
reserve companies generally use the American Experience Table 
of Mortality, which is admittedly 25% to 30% above 
actual mortality experience. The fraternal orders use largely 
the National Fraternal Congress Mortality Table and the 
Royal Arcanum Mortality Table, which are both nearer actual 
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experience, while still being conservative. The National Frater- 
nal Congress at its last annual session submitted reports from 
forty-three orders, showing 

i ea. 5 a a Dah ede co ceeneeeses 25,125 
Expected deaths, as per N. F.C. Table ................ 26,239 
Expected deaths, as per American Experience Table.... 34,447 


This shows that National Fraternal Congress Table was too high 
by 4.4%. American Experience Table was too high by 37.1%. 

Here is one difference in cost charged in the factor of mor- 
tality, of, say 30% in favor of the fraternal order. 

Next in order we come to the factor of Expense. The legal 
reserve companies term this “Loading,” and is probably about 
20% to 30% on net rate. The fraternal orders obtain their 
requirements for expense purposes largely through quarteriy 
dues, and will probably average 10% on net rate. 

Finally comes the matter of interest, and I am ready to admit 
that the legal reserve company in this item will get better results 
from their investments than the fraternal orders by having an 
organization for such purposes, which through training and prac- 
tical experience is probably better equipped. The difference 
might be stated to be that while the legal reserve company would 
realize 4% on their investments, the fraternal orders might 
realize only 334%, and the legal reserve companies will possibly 
have less losses on their investments. 

The above are the three factors which are generally considered 
in referring to the cost of life insurance. There is, however, 
another factor, which seems to be kept in the back-ground by the 
legal reserve companies, and looked upon by them as a negligible 
quantity; among the fraternals it is, however, a factor that 
properly must be considered, and for two reasons; first, as a 
factor in making up an estimate of cost, and secondly, because 
of the purpose for which this yearly revenue is used. In the 
fraternal order all of the revenue from lapsation goes to the 
credit of their Mortuary fund or Reserve, while in the legal 
reserve companies it does not go to the credit of Reserve, but 
probably becomes an additional source of revenue for expense 
purposes, in addition to the original loading. This matter of 
‘lapsation, and the direction of the use of this revenue is another 
point on which the fraternal orders differentiate from the legal 
reserve companies. 
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In summing up in a rough manner the differences between 
these two forms of life insurance, we come to the conclusion that 
the cost of life insurance, as charged among the fraternals, can 
safely be stated as 25% to 35% less than that of the legal reserve 
companies, and if we consider the dividends sometimes refunded 
by the latter to their policyholders, a difference in rates charged 
of 20% to 25% would seem rational and justifiable without 
subjecting the fraternals to the criticism that they are unsafe. 

All savings banks pay 3% and 312% interest to their many 
depositors; national banks as a general rule do not pay any 
interest to their depositors; nobody would feel justified for that 
reason to say that savings banks are unsafe. 

Herewith I submit a comparison of the mortality tables of the 
“ American Experience,” the “ National Fraternal Congress,” 
and the “ Royal Arcanum,” which were constructed respectively 
in 1858, 1899, and 1905, and to avoid a long table, I only state 
them for each five years, which will sufficiently present the 
differences in construction. 





MorTALITY PER 1,000 FOR Eacu AGE ATTAINED. 

















American | National | Royal 
Experience Fraternal Congress Arcanum 

21 -|86 | 5|04 4|06 
25 8)06 5|20 | 4|31 
30 8/43 5/55 4|78 
35 8195 6/15 5/54 
40 9\79 7\17 6175 
45 11/16 8/87 8/69 
50 13/78 | 11/44 11\8r 
55 18/57 | 15/71 16|78 
60 26/60 22/75 24/71 
65 40/13 34/39 37/31 
7° 61\99 | 53/65 57|18 
75 94/37 85/48 88/22 
80 144147 138\09 135|92 
85 235155 225\|08 207/31 
go 454/54 368)79 309/76 
95 1000/00 602/74 447\24 
98 1000/00 544/45 
101 1090/00 

















The above tables show that the “ American Experience ” 
presents for all ages a higher mortality than the two fraternal 
tables, and as between these two latter the experience so far 
gained seems to record that the National Fraternal Congress table 
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is too high for ages under 50, but too low for ages over 50, 
though in its entirety it is somewhat higher than actual experience, 
which it properly ought to be. It would appear, therefore that 
the Royal Arcanum table is probably the better balanced of the 
two. 

Our oldest and largest fraternal orders have lately had an 
average yearly mortality rate of 10 to 12 per 1,000 members. It is 
well that they have commenced to put their house in order by 
adopting rates that will meet the requirements, without being 
excessive, because as time passes, and the natural laws of mor- 
tality assert themselves, it is but a logical conclusion that normal 
conditions, approaching the condition of the whole population 
of our country, will develop only after the existence of an order 
for fifty or sixty years, when the average mortality will reach 
somewhere about 25 per 1,000. 

To prove this, let us try it out on the Royal Arcanum table, 
and on entrants of the age of 33 years. Let us assume that 
10,000 members 33 years old enter an order in the beginning of 
1878; according to the mortality table the last man of this class 
will die in 1944, at the age of 99 years, after having been a 
member for 67 years. Let us further assume that 10,000 new 
members of the age of 33 years join the order at the beginning 
of each year until 1944, and this aggregate of “ 33 years assessed ” 
will present the following conditions each five years. 




















| Attained age | Members Members dying|}} Yearly 

Year _— of Class joined | living at be- || before the end || Mortality pr 
in 1878 | ginning of year | of year | 1,000 

| | ee i 
1878 | 33 10/000 52 Hy 5|19 
1882 | 37 49|467 | 274 5/54 
1887 | 42 971474 || 598 l 6\14 
1892 | 47 143/717 | IjOOI | 6/96 
1897 | 52 187/725 | 1|523 8irx 
1902 | 57 | 228/806 i} 2/215 9/68 
1907 62 265|990 I] 3/137 | 11|80 
1912 | 67 '  -298}024_— 4/334 || 44/54 
1917 | 72 | 323)/529 | 5/789 | 17 89 
1922 | 77 341/445 7/356 2154 
1927 | 82 351/761 81734 | 24/83 
1932 | 87 356\105 9|608 | 26195 
1937 | 92 357/225 9/940 || 27/83 
1942 | 97 | 357/362 9997s ||_=Ss 2797 
1944 | 99 | 357/366 10/000 |  27)98 
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If 10,000 members join each year after 1944, at the beginning 
of each year, 10,000 members will die that same year, and the 
membership will remain stationary, and the yearly mortality will 
remain stationary at 27.98 per thousand. 

The mortality for the whole population in great Britain is 
stated to average about 22% per 1,000, and in the United States 
about 18 per 1,000. 

The above table covers a period of 67 years, during which 


time there 


DD svanckiakes secesthpebvestaketecewes 670,000 members 
And of these there died.................... 322,634 - 
Leaving at the end of 1944. .........ceccce0. 347,306 . 


According to this the percentage of deaths during this period 


is 48.1% of the entrants. 
If we measure the same period by exposure of years, we find 


pS EPPO TEES PPC Te 16,807,204 policy years 
Of which there was terminated by death 4,682,738 “ si 
Leaving an exposure at the end of 1944 of 7,124,466 


“ “ec 


According to this the percentage of policy years terminated 
by death is 57.6% of total exposure. 

The average attained age at the end of 1944 would_be for this 
aggregate of “ 33 years assessed ” about 46 years. 

In making up the above table, I have chosen the age of “ 33 
years assessed’ because that appears to be the average age of 
entrants in the fraternal orders, and the table will, therefore, 
fairly represent the aggregate of all ages of entrants. 
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Professional Education for Business. 


Address by Joseph French Johnson, Dean of the New York 
University School of Commerce at Cincinnati, 
May 29, 1907. 


Mr. Toastmaster and Gentlemen :— 


I am glad to have this opportunity to talk to a representative 
body of Cincinnati business men upon the subject of education. 
On several sides the subject is a threadbare one. For many years 
it has been the theme of innumerable essays, speeches, pamphlets, 
and books. Much of this discussion has been controversial in 
character, for among educators there are opposing doctrines just 
as there are among doctors and clergymen. The United States 
has a good educational system, but we are far from satisfied with 
it. On all sides we hear criticisms of the public schools from the 
primary school up to the high school, and our colleges are quite 
often referred to with a sneer as being mere training schools for 
gladiatorial contests. 

Fortunately my subject does not compel me to enter into any 
critical discussion of our public school system or of our colleges. 
These are not intended to give professional training for any call- 
ing whatever. Their aim is to give the youth of this country a 
certain amount of knowledge, more or less useful, and to train 
in them the faculty of accurate observation and clear thinking. 
However much we may deplore certain defects of these schools 
which stand for general education, I feel certain that no nation 
can boast of anything better. I have visited most of the countries 
in Europe and everywhere have taken pains to talk with school 
masters and with school boys, and I am convinced personally that 
American youth are, on the whole, getting a better education than 
those of any other country. If I were to make any exception it 
would be Germany, for the schools of that country in some re- 
spects are undoubtedly superior to ours. They have better trained 
teachers, their pedagogical methods are more scientific, and their 
discipline is stricter. Yet when we consider that the purpose of 
education, after all, is to fit men for the duties of life in their 
native environment, I am inclined to the opinion that the United 
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States is doing that work a little better and for a larger proportion 
of its children even than Germany. 


But this is not my topic. I am to talk to you, not about general 
education or culture, not about schools which prepare young men 
for the general duties of life, but about professional education in 
its relation to the American business man. You are all familiar 
with the profession of law, medicine and theology. You all 
know that schools exist which aim to train men especially for the 
practice of these professions. In the last twenty-five years this 
country has developed professional schools of engineering, civil, 
mechanical, mining, and electrical; professional schools of phar- 
macy, dentistry, pedagogy, architecture, oratory, the drama, 
music, and agriculture. Fifty years ago when a stranger was 
pointed out as a professional man, people knew he must be a 
lawyer, a doctor, or a clergyman. We now have in this country 
professional engineers, professional farmers, and professional 
actors, who in scientific training and intellectual equipment are 
the peers of our professional doctors and lawyers. 

What do we mean by this word professional? How does a 
profession differ from a trade? The line of distinction is easily 
drawn. 

A trade is founded on the senses, a profession on the intellect. 
Any calling which can be mastered by the training of the five 
senses is a trade. Any calling which demands knowledge and 
intellectual effort is a profession. 

Experience has taught us that a specialized education can be 
made very helpful to a young man who has decided upon a pro- 
fessional career. It is required of the professional man that he 
understand certain things about which most men know little or 
nothing. Not many years ago he got this special knowledge as 
an apprentice or articled clerk in the employ of a man already 
established in the profession. He read law in the office of a 
practitioner, or made pills and visited the sick in company with a 
doctor. But experience has proved that this is neither the quick- 
est nor the best way to prepare for the duties of a professional 
calling. Underlying each of the professions there are certain 
sciences and arts, which a young man must master before he 
can practice successfully or intelligently. The profession of 
medicine rests upon the sciences of chemistry, medicine, and 
anatomy. Law is based upon history, philosophy, ethics, and the 
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eternal principles of justice. Engineering is founded on mathe- 
matics and physics. Now an art is merely a mode of making 
use of the facts and principles of a science in order to bring about 
results which men desire. A professional man, therefore, in the 
broadest sense of the term is an artist, for. it is his business to 
make the sciences contribute to human welfare and happiness. 

But is business a profession? Does it require the exercise of 
brains rather than of mere muscle and keen senses? Is business 
founded upon science? If so, it is a profession. If business, on 
the other hand, is a matter of mere muscle, quick eyes, sharp ears 
and delicate touch, then it is a trade. 

The word “business”’ in its broadest sense means the 
art of making money, and men have found many ways 
of doing that. In common usage, however, the word is 
restricted to occupations which are concerned with the manu- 
facture, transportation, and exchange of merchandise. In 
its most scientific sense business is the art of satisfying human 
wants. The successful man of business must produce things 
which people desire. Now let us see if business as a calling de- 
mands a knowledge of any of the sciences. On this subject we 
do not have to think long before we discover that the phenomena 
of business obey very definite laws. Although each business 
man seems to be independent of all others and to be struggling 
for the largest profit he can get, we discover that he is bound by 
laws from which he cannot escape, and that if he ignores them 
the sheriff soon takes possession of his office and the bankruptcy 
courts distribute his assets. These laws governing business 
phenomena constitute what we may call the science of business. 
In our colleges it is called the science of political economy. We 
find that business, like some other professions, rests also upon 
the science of mathematics and we call it accounts or accounting. 
We find that it involves a knowledge of many of the natural 
sciences, for commerce deals in articles which are products not 
only of the soil, but also of the laboratory. We find, furthermore, 
that business involves knowledge not merely of geography, of, 
the characteristics of the soil in this and that country, of the 
routes of transportation by sea and by land, but also knowledge of 
the tastes and habits and customs of the different peoples of the 
earth, for business draws its commodities from all quarters of 
the globe and markets them among the people of all countries. 
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But this is not all. We find something even more difficult than 
anything yet mentioned. We find that men are exchanging goods 
not directly, but indirectly, through the use of a mysterious 
medium of exchange called money, and that upon this as a basis 
a vast and delicate structure of credit has been built, as sensitive 
and intricate as a spider’s web. We call this great web of credit 
our system of finance, and we find that the business man who 
wanders carelessly into this labyrinth is hopelessly lost. We find, 
indeed, that through careless handling of the structure of credit a 
whole nation may be cast into years of gloom, the conservative 
and the reckless suffering the same evil fate. 

These are not all the things we find underlying the art of 
making money, but are they not enough to convince us that 
business is a professional calling making heavier drafts upon the 
brain than upon the senses? We must note, however, that many 
so-called business callings are not professional. In the field of 
trade there are two great classes of dealers, the wholesalers and 
the retailers. In the field of manufacturing there are also men 
who are doing business on a large scale, selling in foreign mar- 
kets, and others whose output is so small that it is absorbed by 
the neighborhood in which they live. It is evident that the in- 
tellectual demands upon these two classes of producers and deal- 
ers are entirely different. The small retailer need know nothing 
of any science; that is to say, if he is content to remain a small 
dealer. His sole business is to satisfy the needs of a small com- 
munity. If he has a good common school education, good judg- 
ment, tact, and abundant energy, he need not as a small retailer 
fear the competition of an educated competitor. I fear, there- 
fore, we cannot call the corner grocer a professional man; nor thé 
corner saloon keeper, nor the local hardware dealer, nor the re- 
tailers of boots and shoes. If we apply the professional test to 
men of this class, we shall probably find that their duties are 
more physical than intellectual, and that no scientific training is 
particularly essential to the successful conduct of their small 
affairs. 

But when we consider the work done by the large dealers and 
producers, an entirely different situation confronts us. Here we 
find men producing goods for millions of people, giant corpora- 
tions with capital assets amounting to many hundred million 
dollars. The whole field of industry in this and in other countries 
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is dominated by a comparatively few combinations of men and 
capital, and the costs of making and handling goods are kept 
down to the lowest possible point. In this field there is no room 
for carelessness or ignorance. Here there can be no trusting to 
luck, for profit margins are often in the fraction of a cent. An 
untimely frost in Kansas or Argentina, a rise in the rate of inter- 
est in London or Paris, a shifting in the rates of foreign ex- 
change, a break in the London stock market, a strike by the 
employees of a single industry—a single one of these things may 
change the character of the whole world’s trade, and incidentally 
wipe out the profits of every great business whose managers are 
not quick to foresee the course of events and take steps to pro- 
tect their interests. Steam and electricity have practically made 
the entire earth one great business organization. Different 
nations still have their different political emblems, but the flag 
of commerce and finance is the same for all. To many of our 
business men a famine in India or Russia is more important than 
would be a famine in Massachusetts or Ohio. So close and all 
embracing are financial relationships, that the large-scale business 
men, no matter where his headquatters may be, must keep in 
touch with many different markets and be quick to see the 
significance of every important event. The year 1906 gave us a 
striking illustration of the world’s economic interdependence. 
When San Francisco was almost annihilated by fire and earth- 
quake, no untrained business man could have foretold results, but 
the professional business man, the kind of man we have been talk- 
ing about, knew that the shock would be transmitted to every 
great market center of the earth. As has been proved by events, 
that catastrophe drained first the idle capital of the East and then 
made inroads upon the loan markets of Europe, causing every- 
where a rise in the rate of interest, alterations in the plans of 
many great corporations, a sudden shifting in the demand for 
labor, and disturbance in the markets for various commodities. 
The business men who were quickest to foresee these results 
were the ones who profited by them, while some of those who 
lacked foresight were ruined. 

I trust I have said enough to make it clear that the large- 
scale man of business is a professional man and as such needs a 
special education to equip him intellectually for his work. I say 
he needs a special education, for some educators hold that he 
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needs only a good general education, such as the American 
college is intended to give him. Now, I have not a word to say 
against the college. If your son wants to go to one, by all means 
let him; but if he does not want to go, don’t make him. A boy 
who has to be coaxed through college might better spend four 
years on a farm, in a blacksmith shop, or behind a dry-goods 
counter. The young man who aspires to be a leader in business 
needs a professional education just as much as does the young 
lawyer or doctor, and the college is not and cannot be a pro- 
fessional school for business any more than it is a professional 
school of law or medicine. 

The curriculum of a professional school of business must be 
based on the science of business, theoretical and applied. I know 
some men dislike the word “theory,” yet we can’t get on in edu- 
cation, or for that matter in life, without it. Theory is merely 
the “why” of things. Why have prices risen in the last ten 
years? Why are wages lower in England than in the United 
States? Why is Cincinnati a prosperous city? Why do panics 
come about every ten years? Why do bartenders get high wages 
and bank clerks low wages? We can’t answer questions like 
these without theorizing. One reason, I imagine, why practical 
men dislike the word “theory” is because certain philosophers 
have gone to great trouble to explain why things happen which 
never happened and never will happen. Their theory may be 
perfect, but their facts are hypothetical. 

The science of business overlaps many other sciences. It is 
more than political economy. It includes ethics, for delicate 
questions of honor are involved; history, for the business man 
must know what humanity has struggled for in the past; 
psychology, for he must learn to anticipate the wants of man- 
kind; languages, for he must deal with all peoples; mathematics 
and accounting, for he must be systematic and accurate; law, 
for in every stage he must conform with those customs which the 
legislatures and courts have declared best; agriculture and com- 
mercial geography, for these disclose the secrets of his raw ma- 
terials ; the elements of physics and chemistry, for these are em- 
ployed in the production of those utilities which he handles; even 
aesthetics, for the world’s taste must not be offended. 

This is not the place to discuss in detail the courses of study 
that should enter into the education of a business man. I wish 
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only to impress on you the fact that conditions demand the pro- 
fessional business man and that our universities must prepare to 
train him scientifically, practically, and adequately. Bridge build- 
ing has become a science, and the man who now guesses at the 
strength of materials is marching toward a verdict of man- 
slaughter. Even war has become a science, and God is no longer 
on the side of the strongest battalions. Business is no more a 
game of chance than war or bridge-building. It is controlled by 
laws as inflexible and definite as those which control the 
phenomena of nature. 

With these laws the uneducated business man becomes 
familiar as his hair grows white, just as the untrained farmer 
before farming became a profession gradually acquired an em- 
pirical knowledge of the value of fertilizers. Science must get 
together in an orderly system the knowledge which business men 
have acquired in the past in the slow and painful and costly 
school of experience, and then our professional schools of busi- 
ness must put this body of knowledge before young men in a 
manner so clear and convincing that at the very beginning of 
their careers they shall be in possession of many truths known 
to their forefathers only after a life of struggle, experiment, and 
failure. 

In conclusion, lest I be misunderstood, I want to say that the 
professional school of business will not give us any better book- 
keepers or bank clerks than we have to-day. It is not the pur- 
pose of such a school to train clerks. That work is already well 
done by our public schools and the so-called business colleges. 
But if any bank clerk is ambitious to rise from the ranks and 
become a bank president, or if any bookkeeper feels that he is 
fit for something better than matching up debits and credits, he 
must seek a thorough professional education in the science of 
business, for the day has come when industry and fidelity alone 
will not earn the coveted promotion. 
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only to impress on you the fact that conditions demand the pro- 
fessional business man and that our universities must prepare to 
train him scientifically, practically, and adequately. Bridge build- 
ing has become a science, and the man who now guesses at the 
strength of materials is marching toward a verdict of man- 
slaughter. Even war has become a science, and God is no longer 
on the side of the strongest battalions. Business is no more a 
game of chance than war or bridge-building. It is controlled by 
laws as inflexible and definite as those which control the 
phenomena of nature. 

With these laws the uneducated business man becomes 
familiar as his hair grows white, just as the untrained farmer 
before farming became a profession gradually acquired an em- 
pirical knowledge of the value of fertilizers. Science must get 
together in an orderly system the knowledge which business men 
have acquired in the past in the slow and painful and costly 
school of experience, and then our professional schools of busi- 
ness must put this body of knowledge before young men in a 
manner so clear and convincing that at the very beginning of 
their careers they shall be in possession of many truths known 
to their forefathers only after a life of struggle, experiment, and 
failure. 

In conclusion, lest I be misunderstood, I want to say that the 
professional school of business will not give us any better book- 
keepers or bank clerks than we have to-day. It is not the pur- 
pose of such a school to train clerks. That work is already well 
done by our public schools and the so-called business colleges. 
But if any bank clerk is ambitious to rise from the ranks and 
become a bank president, or if any bookkeeper feels that he is 
fit for something better than matching up debits and credits, he 
must seek a thorough professional education in the science of 
business, for the day has come when industry and fidelity alone 
will not earn the coveted promotion. 
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By CHARLES Ezra Spracue,* A. M., Pu. D., C. P. A, 


Author of “ The Accountancy of Investment” and “ Extended 
Bond Tables.” 


CHAPTER XIV. 
THE TRIAL BALANCE. 

219. In any ledger, if every transaction up to a certain date 
has been fully and correctly posted, there must be an exact equal- 
ity between the totals standing on the debit side and on the credit 
side. The initial balances, taken from the balance sheet, were in 
that state of equilibrium; and, as shown in Chapter IV., each 
transaction has added equal amounts to the two sides. 

220. It follows also that if the balances, or resultants, of the 
several accounts were ascertained, they would also show the same 
equality. For in every account having amounts on both sides 
the process of balancing consists in canceling an equal amount on 
each side and this cannot affect the equilibrium of the entire 
system. 

221. The equality of totals depends upon the mathematical 
principle that, if equals be added to equals, the wholes will be 
equal. The equality of balances depends upon the same principle 
and also upon this other: that, if equals be subtracted from equals, 
the remainders will be equal. 

222. If it is found, however, that the sum of the totals, or of 
the balances, are not equal, there is surely an error in the contents 
of the ledger or in its summation or its balancing. But while 
inequality is a certain indication of error, equality is not a certain 
indication of correctness, for it is possible that equal amounts of 
error exist on the two sides. 

223. A list of total debits and credits of each account or a list 
of debit and credit balances is called a trial balance, and is in- 
tended primarily as a test of correctness. Many use it solely for 
that purpose, but it may be made to serve other uses and to take 
the place of an interim balance sheet. 

224. The trial-balance must be taken when the ledger is fully 

*Copyright, 1907, by Charles E. Sprague. 
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written up. As we shall explain hereafter, in the most perfected 
systems many of the transactions are only half-posted in the 
first instance, one item of the transaction being reserved to the 
end of the month and posted in aggregate. It follows that the 
most appropriate date for a trial-balance is the end of the month. 

It is quite usual to suspend all posting during the taking-off 
of the trial-balance; but by affixing a special mark to the last 
entry, the posting routine may be kept up without danger of con- 
fusing the new matter with the old. The three-column ledger 
(Art. 17, Fig. 7) is very convenient for this purpose. 

225. The usual form of a trial-balance is as follows: 


FIGURE 42. 
TRIAL BALANCE. 








Page | Name || Dr. | | 
| 





} | 
| 


The columns “ Dr.” and “Cr.” may be filled either with 
totals or with balances. 

226. By additional columns headed “ Dr.” and “ Cr.” in pairs, 
the trial balances for several months may be contained on the 
same page or pages, without the necessity of rewriting numbers 
and names of accounts. 

227. In order to prevent the omission of accounts from the 
trial balance it is generally found best to enter them in the order 
in which they follow each other in the ledger. If this order is 
not systematic and logical very little use can be made of the trial 
balance except as a test of mechanical correctness in posting. 
In the modern unbound ledger, consisting of loose cards or leaves 
and admitting of shifting and rearrangement, the ledger can be 
kept in exact order; while in the bound book, unless a great deal 
of space is wasted in blank pages, the necessary filling-up and 
transferring to new pages is pretty sure to throw it into more or 
less disarrangement. 

228. It may be thought preferable to arrange the accounts 
alphabetically, taking the names and pages from the index and 
then filling in the amounts from the account. 
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' 229. Where there is a system of subordinate ledgers (Art. 
74-75) the trial-balance, like the balance-sheet, may profitably be 
condenst by entering only the aggregates. The subordinate 
ledger has its own subordinate trial-balance which proves the 
correctness of its posting. Even if there be no such system of 
subordinate ledgers, an aggregate may be made up expressly for 
the trial-balance of all the accounts of a homogeneous group, in a : 
list or schedule only the total of which appears in a single line 
of the trial-balance. 

230. We will now give as an example of a condenst trial 
balance alphabetically arranged, the supposed trial balance of the 
Jones Mercantile Company using the same materials as in Art. 
210, and exhibiting both totals and balances. 




















FIGURE 43. 
TRIAL BALANCE, JONES MERCANTILE COMPANY. 
Dec. 31, 1907. 
TOTALS BALANCES 
Page Name 
Dr. Cr. Dr. Cr. 
Accrued Interest...| $ 450.00! $ 400.00 $ 50.00 
Bills Payable. ..... 3,000.00] 10,000.00 $ 7,000.00 
Bills Receivable. . . 6,750.00 1,500.00 5,250.00 
EG s ahilak ha 69:4 5,000.00 5,000.00 
tCapital Stock...... 60,000.00 60,000.00 
Cash............--| 54,696.50} 47,052.91 7,643.59 
+Delivery errr 987.56 987.56 
Dividends Payable . 
SE Sarak doula aa ioc 420.00 420.00 
*Insurance......... 169.50 169.50 
*Interest-cost....... 387.50 387.50 
*Interest-revenue.... 150.00 150.00 
, _— err 279.50 279.50 
Merchandise....... 126,842.11] 82,579.28 44,262.83 
Mortgage Payable. . 4,000.00 4,000.00 
Real Estate........ 10,000.00 10,000.00 
*Rent.. eevee 240.00 240.00 
*Repairs. . Eanes Gan 232.19 232.19 
*Salaries........... 4,000.00 4,000.00 
*Sales..............| 82,579.28] 98,099.94 15,520.66 
*Supplies........... 463.84 463.84 
EE tatccnweses 11,468.43 11,468.43 
*Taxes.. 151.42 151.42 
Customers’ ‘Ledger, 
Balances........ 24,826.99 24,826.99 
Creditors’ Ledger, 
Balances........ 5745-83 5745-83 
$321,236.39] $321,236.39|| $104,124.92] $104,124.92 
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231. A comparison of the balance column with the balance 
sheet in Art. 210 will show that they are substantially the same. 
Had a small adjustment on account of fuel on hand been made 
before the trial balance was taken off, the only difference would 
be that the economic accounts stand with open balances instead of 
being closed into Surplus, of which they are really adjuncts and 
offsets. 

232. When an accountant is called in, and wishes to obtain a 
rough statement of condition for prompt use, he may, if a recent 
trial balance is at hand, transform it into a statement of assets 
and liabilities by eliminating all the economic balances. He will 
run his pencil thru all the economic accounts (markt *) and the 
proprietary accounts (markt 7) and adding together the remain- 
ing amounts will form the following statement : 








FIGURE 44. 
pe re cee $50.00 
hs 40S és Sab 0s came ne hehe CRs Ana be $7,000.00 
ES» 5.55 si rab eeenandvanaans 5,250.00 
EER ioe Misting Sop « cE ete aiees 5,000.00 
i ne re RAG idee hehe ees 7,643.59 
IR sii ab bi die 69:9. 4 beep he eaiod 44,262.83 
ID. 5.55 4 2 bavinns.sedddandepensemben’s 4,000.00 
he cc ne keo tbe. swcegiewhe sy 10,000.00 
i FEPPOPCT CTCL TT 24,826.99 
eg RPP CTC eT eee 5,745-83 

_ nS eames $97,033.41 
PN £660 kes dace ncavcnevenensee $16,745.83 
EP £5. 86 Ke ceeeeeh CARS KES GORE $80,287.58 
[f in the balance sheet, Art. 210, we add together 
Capital $60,000.00 
Surplus 14,342.58 
and Dividend Payable 6,000,000 
we have the result $80,342.58 


The difference $55 is the amount of fuel on hand for which no 
adjustment had been made. 

233. The prevention, detection, and correction of the errors 
which are known to exist when the trial balance does not agree 
would naturally be the next subject to be treated of; but for 
practical reasons it would be better to defer its consideration 
until the make-up of the accounts is more fully discust. 
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CHAPTER XV. 
THE JOURNAL. 


234. Thus far we have treated of accounts only, and in fact 
the account, in the broad sense in which I am using the word, is 
that for which all the processes of bookkeeping exist, all else being 
subsidiary to it. The tendency of modern accountancy is to- 
wards making all records perform the functions of accounts 
without any preliminary manipulation. But until some time in the 
19th century, all entries in the ledger were posted from a pre- 
liminary book called the journal and therefore in an entry com- 
prising a single debit and a single credit the same amount was 
written four times, twice in the journal and twice in the ledger. 
By skilful modifications of the method, the same material is now 
entered not oftener than twice. 

235. But even the journal was not at first the original record. 
It had as its precursor the day-book which narrated the occurrence 
without any technical indication of the debits and credits to which 
it gave rise. Then the same material was put into technical form, 
or as it was said, journalized, which was considered a momentous 
and difficult operation. Finally the entries in the journal were 
severally posted to the proper sides of the ledger-accounts. 

236. It was for a long time supposed that these three books. 
the Day-book, the Journal, and the Ledger, formed an indispens- 
able triad ; that without these three “ principal books ” there could 
be no double-entry bookkeeping, and that all other records were 
“ auxiliaries ” to these. The day-book is now practically abolisht, 
and the journal nearly so. In modern times the original entry is 
almost invariably in the form of some kind of paper, document or 
voucher, valuable as evidence. These papers are, for all the 
normal, staple types of transactions, in printed blanks and their 
form points out the place in the books of account where they must 
be entered. This is practicable in modern business, where labor is 
subdivided and an employee performs only one, or a few kinds of 
functions ; and it makes the entries self-journalizing. 

237. The journal was not, properly speaking, a book of ac- 
count, but a book of detacht entries to be formed afterwards into 
accounts. In its original form, the amounts of the several entries 
were not even added together, but subsequently this was 
introduced. 
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238. In Chapter IV. the analysis of transactions was treated 
and illustrated. The journal-entry expresses this’ analysis, stat- 
ing the titles of the accounts to be debited followed by the titles 
of the accounts to be credited, the two being usually separated 
by the words “ Dr. to.” 

Thus a purchase of merchandise on credit was entered as 
follows in the journal 


56 Merchandise Dr. 


379 To A 
for purchase of 





The marginal figures at the left indicate the pages of the mer- 
chandise account and of A B *s account respectivly, to 
which the posting has been made. 

239. Compound entries—that is, those containing more than 
one debit or more than one credit—usually contained the word 
“ Sundries ” which might easily have been dispenst with. Thus, 
if cash were to be debited and bills receivable and interest were 
both to be credited, the phrase was 





Cash Dr. to Sundries 
for proceeds of note of A B 





bearing interest, etc. 
To Bills Receivable 
“Interest 


This is a very awkward form especially as it brings the name of 
the account to be debited far from the sum. The more modern 
form of journal, with two money columns for the debit and the 
credit amounts respectivly, either with or without the words “ to 
Sundries,” is greatly preferable. 


Cash Dr. [to Sundries] 
To Bills Receivable 
“Interest 

for proceeds, etc. 


240. The double money columns afford, thru their totals, the 
power of ascertaining whether all the contents of the journal 
have been posted to the ledger, whereas in the detacht form an 
entire entry might have been left unposted without affecting the 
trial balance. The total of the ledger should evidently equal the 
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total of the journal if it has all been derived from that book, but 
to apply this test it is necessary to use the trial balance by totals 
(Art. 219), not by balances. 

241. In the rigorous application of the journal principle, every 
entry to the debit or credit side of the ledger must invariably 
come from the journal. This was carried so far that even the 
striking of the balance of an account and bringing it down was 
attended with the same formality. The entry would read: 

Smith & Jones, old account, Dr. 
To Smith & Jones, new account 
or, 
Brown & Robinson, new account, Dr. 
To Brown & Robinson, old account. 
These would be posted as follows, the title of the account not 
being repeated. 


Dr. SMITH & JONES Cr. 








To new account __.............. 


By old account _........... 











A debit balance is, of course, brought down in the reverse way. 
242. A regular balance-sheet was also the product of journal- 
ization under the name of the Balance account. All the trans- 
fers of assets to the debit side of the Balance account were 
efiected thru the journal, thus: 
Balance Dr. 
To Cash 
Balance Dr. 
To Merchandise, etc. 
Each transfer of liability or proprietary account was likewise 
made to depend upon a journal entry: 
Bills Payable Dr. 
To Balance 
Mortgage Payable Dr. 
To Balance, etc. 
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243. It is evident that the result of posting these entries to a 
ledger account entitled “Balance” would be to construct a 
balance-sheet on a page of the ledger. This would correspond 
in arrangement to the balance-sheet used in most parts of the 
world outside of England, not the reverse form in Articles 79 
and 8o. 

244. Usually this formality was considered sufficient and the 
reopening of the accounts was effected by simply bringing down 
the balance to the opposit side as already exemplified in Art. 51 
But there were those who would have considered this abbreviation 
heterodox and insisted on restoring the balances by journal entry. 
But here a distinction must be made; there must be two balance 
accounts, the closing Balance and the opening Balance, altho the 
latter was usually merely a prolongation of the former within the 
same lines. The opening balance account would be the “ English ” 
form of balance sheet, with assets on the right. 


245. The journal entry for the closing balance (Art. 242) 
was somewhat tedious as a complete entry was needed for every 
separate account. The compound entries, “Balance Dr. to 
Sundries ” and “ Sundries Dr. to Balance’”’ were therefore em- 
ployed to save labor. The result will be seen in the following 
journalization of the closing entries which would bring out the 


balance sheet of Art. 76 in the form of a “ balance account ”’: 
Balance Dr. to Sundries $51,645.62 
To Cash $3,506.74 
“Merchandise 22,166.73 


“Personal Debtors [group account] 15,972.15 
“Real Estate 10,000.00 


Sundries Dr. to Balance 51,645.62 
Mortgage 4,000.00 
James Jones 47,645.62 
The entries for the opening balance would be debit where 
these are credit and credit where these are debit. 
246. Now, if we post these items exactly as given, the balance 
accounts will appear as follows: 


Dr. BALANCE. 








To Sundries $51,645.62 | By Sundries 


To Sundries $51,645.62 | By Sundries 
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This account is as nearly useless as it can be. It really gives 
no information as to the status, for which reference would have 
to be made to the journal, which in its legitimate use is not a 
book of reference but a source of material for the ledger. 

247. No wonder then that some bookkeepers “cut out” the 
balance accounts altogether and made a “ Sundries to Sundries ” 
entry as follows: 


Closing Entry. 


Sundries Dr. to Sundries 
Mortgage Payable $4,000.00 
James Jones 47,645.62 
To Cash $3,506.74 
“Merchandise 22,166.73 
“Personal Debtors 15,972.15 
“Real Estate 10,000.00 


Opening Entry. 
Sundries Dr. to Sundries 
Cash 3,500.74 
Merchandise 22,166.73 
Personal Debtors 15,972.15 
Real Estate 10,000.00 
To Mortgage Payable 4,000.00 
“ James Jones 47,645.62 
248. Thus we see that the balance account in the ledger was 
first made useless and finally eliminated altogether by reason of 
the inconvenience of the journal. But a modification in the form 
of the journal, which a few were bold enough to adopt, migkt 
have remedied this defect and enabled the balance account to 
become a true balance sheet. 
249. The most effectiv way to do this is to place the titles of 
the accounts in the center without dropping a line, and the 
amounts on the outside of the page. In this way the components 


of the balance sheet are posted in detail. 








Amount Dr. Accounts 
, . $2. Cr. 





} 
$3,506.74 Balance | Cash $3,506.74 
22,166.73 . Merchandise 22,166.73 
15,972.15 _ Personal Debtors 15,972.15 
10,000.00 3 _ Real Estate 10,000.00 

4,000.00 Mortgage Payable | Balance 4,000.00 
47,645.62 James | ote " 47,645.62 
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This form of journal is so much more compact and compre- 
hensible than the old one, that in future illustrations it will be 
employed. 

250. It is doubtful, however, if there is any utility in making 
closing entries on the journal, so far as balances are concerned. 
Having tested the accuracy of the posting and having adjusted 
any valuations requiring it, the balances may be simply brought 


down and transcribed into their proper places in the balance 
sheet. 


251. There still remain certain interior transfers in which the 
journal is used to advantage. 

(1) Incidental transfers from one account to another, not 
comprised in the regular “ run” of the business. 


(2) Opening entries expressing incorporation and capital- 
ization. 


(3) Adjustment of values which have been roughly carried. 
This always changes specific value to economic, or vice versa. 

(4) Closing the economic accounts into a summary, profit 
and loss or trading account. 


(5) Distributing the net income or loss to whom it may 
concern. 

252. Cases 3, 4, and 5 may be illustrated by journalizing 
some interior transactions which may be supposed to result in a 
trading account. 


(1) A specific residue in an account which is normally 
economic. 


55.00 Fuel, new account Fuel, old account 55.00 
for coal on hand as per inventory 

50.00 Interest, new account Interest, old account 50.00 
for interest earned but uncollected, etc. 


The effect of the “old account” entries will be to increase 
the amount of the net earnings from these respectiv accounts. 

(2) Creation of a special economic account for ascertaining 
the cost in lieu of rent. The entries for this purpose have been 
indicated in Art. 213. 

(3) Transfer of all economic accounts into a summary. 
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$15,520.66 Eee ea $15,520.66 
aT a ee NS asia paresis 4-0 sweralane 4,000.00 
987.56 = Delivery 987.56 
99.50 Insurance 99.50 
87.50 ; SS te dike arin oo os 87.50 
365.00 ‘ Fuel. 365.00 
279.50 ; 279-50 
463.84 . Supplies 463.84 
873.61 : Real Estate Expense. .. . 873.61 

to close all outlay and income accounts relating to merchandise 


$8,364.15 Trading. ............ Profit and Loss $8,364.15 
to close trading account 


$510.00 Interest......... _....-Profit and Loss 
for income outside of mercantile business 


$8,874.15 Profit and Loss Distribution............ $8,874.15 


6,000.00 Distribution Dividends Payabie...... 6,000.00 
for dividend declared December 27, at $10 per share 


$2,874.15 Distribution..........Surplus................ $2,874.15 
to close distribution account. 

253. By comparing these entries with the accounts in Art. 
209 it will be seen that the use of the journal might largely have 
been dispenst with, since the effect is merely analytical—a placing 
of the material in new combinations, rather than the recording 
of any new acts or facts. The declaration of the dividend is the 
only administrativ act which is recorded as taking place; all else 
is arithmetical process, which might have been carried on in the 
accounts themselves. 

254. Beginning now with the original journal which con- 
tained a record of every occurrence, one by one, we may trace its 
evolution and final disappearance. 

255. It is very probable that, when the contents of the day- 
book were translated day by day into the technical language of 
the journal, the process of condensation began by grouping to- 
gether transactions of the same kind into a compound entry. 
Thus if there were on a certain day four persons who purchased 
goods on credit, the entry became 


$229.43 A. B 
100.00 C. D. 
736.50 E. F. 
29.84 G. H Merchandise. ..... $1,095.77 

instead of 


$220. 
100. 
736. 
29. 
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Only one posting to the Merchandise account was necessary 
instead of four, and this one posting actually gave more valuable 
information than the four. 

256. The next step in condensation was to break up the day 
book into several special books, such as the sales-book, the in- 
voice-book (more properly purchase-book), the cash-book, each 
devoted to transactions of a certain type. The sales-book con- 
tained only entries which would in the journal appear as debits 
to persons and credits to merchandise (or in more modern times 
to sales account), and similarly with the invoice-book and the 
cash-book, leaving the day-book merely for those few transac- 
tions which did not concern either cash or merchandise. If 
there still remained in the day-book any other class of entries 
which recurred frequently enough to make it worth while, an- 
other book was opened for this class. 

257. These books were called “ auxiliary books,” the journal 
being still considered as the most important book, in fact, as the 
book. Nevertheless vastly more information was obtainable from 
the auxiliaries than from the journal. 

258. As it was considered inadmissible that anything should 
get into the ledger except thru the journal, the contents of all 
these auxiliary books had to be journalized, and this came to be 
done monthly as the most convenient time. The cash book gave 
rise each month to two long entries: 


Sundries Dr. to Cash 
and 
Cash Dr. to Sundries. 
the sales-book became 
Sundries Dr. to Merchandise 
[or Sales] 
the invoice-book became an entry: 
Merchandise Dr. to Sundries, 
and in this manner the day-book contained only few exceptional 
entries not provided for elsewhere. 


259. This monthly journalization necessitated monthly post- 
ing but was attended by the inconvenience that the posting was 
always in arrears, so far as related to the personal accounts. 
These exterior accounts are the very ones which should be kept 
closely up to date and to some extent they were always a month 
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behind. Where the work was voluminous, the trial balance could 
hardly be verified until a month after its date. 

260. This inconvenience proved the downfall of the journal. 
Probably the posting was short-circuited direct to the ledger 
account, in advance of its being journalized, this posting being 
considered as an anticipation of the regular process. 

Since the auxiliary book contained a total, which could also be 
posted directly, it became evident that the journal as such was a 
superfluity. 





Operating Statistics for Street Railways. 
By ALBERT F. ALLEN. 


The errors that are likely to arise from indiscriminate deduc- 
tions from statistics have been portrayed by the genius of Dickens 
in the character of Thomas Gradgrind. Improperly assimilated 
statistics are dangerous, for they may lead to action which fuller 
comprehension may prove to be unwise. On the other hand, in 
recent years there has been a growing recognition of the value of 
statistics, especially when they are comparative. 

Statistics are the presentation of facts in figures. So under- 
stood, street railway statistics would include all that is shown in 
the accounts of a street railway, but the term is usually applied 
to special information gathered from the general records relating 
to the physical and financial condition and the operation of the 
railway, presented in a form to facilitate comparison. 

Certain essential facts relating to the operation of a street 
railway have come to be recognized as important to express com- 
paratively in statistical form, but the extent to which statistics 
may be expanded is almost unlimited. Nevertheless statistics are 
not valuable in themselves ; they are made for use and should not 
be kept for mere academic purposes. The multiplying of such 
records indefinitely without regard to their use weakens the 
effect of such as are essential. It must be borne in mind that 
every situation has intangible phases which are incapable of 
numerical expression; that often figures only approximate the 
truth, and that a thorough knowledge of the history and the 
physical, financial, and operating conditions is necessary before 
their real value can be understood. Inability to appreciate this 
has brought about the popular disbelief in the value of statistics. 

Although a street railway may be well managed without the 
use of carefully compiled statistics, for some men have intuitively 
the capacity to operate without their aid, in the larger enter- 
prises, where less depends on the individual arid more on the 
organization, standards that can be expressed and understood by 
all are necessary. As a proper appreciation of the facts is of the 
greatest importance, because the future plans and possibly the 
success or failure of an enterprise depend thereon, these facts 
should be brought to the simplest terms. 
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The cost unit is the statistical device employed in comparing 
operating results. The smallest convenient unit of work done is 
the one generally adopted. In street railway operation the theo- 
retical unit would be the passenger mile, but as it is impossible to 
determine the distance traveled per passenger the car mile and 
car hour are the units used. In connection with the operation of 
power stations of street railways the kilowatt hour is the unit 
used. 

The car miles used for statistical purposes are the total miles 
run by revenue cars in a given period and are obtained daily 
from reports made from each car house, showing mileage by 
schedule and deductions and additions thereto. Car hours rep- 
resent the number of hours cars are manned by crews and are 
obtained daily from reports from car houses in the same manner 
as the car miles. In the case of a station generating direct current 
the kilowatt hours generated and supplied to the feeders are used. 
In the case of a station generating alternating current both kilo- 
watt hours generated at the station and kilowatt hours, delivered 
from the sub-station after the alternating current has been 
transformed to direct current, are used. 

In the preceding statement of a street railway prepared for 
statistical purposes the operating expenses are shown in cents 
per car mile and car hour with the ratio of each operating ex- 
pense account both to gross earnings from operation and to total 
operating expenses. 

In the standard form of report adopted by the American 
Street and Interurban Railway Accountants’ Association under 
the head of “ Mileage, Traffic and Miscellaneous Statistics ” the 
following is found: 


Passenger car mileage, 
Freight, mail and express car mileage, 


Total Car Mileage. 
Passenger car hours, 
Freight, mail and express car hours, 


Total Car Hours. 
Fare passengers carried, 
Transfer passengers carried, 


Total Passengers Carried. 


Average fare, revenue passengers, 

Average fare, all passengers (including transfer passengers), 
Car earnings per car mile, 

Miscellaneous earnings per car mile, 
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Gross Earnings Per Car Mile. 


Car earnings per car hour, 
Miscellaneous earnings per car hour, 


Gross Earnings Per Car Hour. 


Operating expenses per car mile, 

Operating expenses and taxes per car mile, 

Operating expenses per car hour, 

Operating expenses and taxes per car hour, 

Operating expenses per cent. of gross earnings, 

Operating expenses and taxes per cent. of gross earnings, 
Average number employees, including officials, during year, 
Aggregate amount of salaries and wages paid. 


Other statistics frequently compiled are as follows: 


Percentage passengers riding on transfers, 
Earnings per passenger, 

Earnings per revenue passenger, 

Net earnings per passenger, 

Net earnings per revenue passenger, 
Operating expenses per passenger, 
Operating expenses per revenue passenger, 
Average passengers per day, 

Average passengers per car per day, 
Platform expenses per passenger, 
Platform expenses per revenue passenger, 
Average car mileage per day, 

Average car mileage per day per 18 hour car 
Net earnings per car mile, 

Platform expenses per car mile, 

Number 18 hour cars operated, 

Average number 18 hour cars per day, 
Earnings per car per day, 

Daily average passenger earnings, 

Daily average earnings from operation, 
Daily average operating expenses, 

Daily average net earnings, 

Kilowatt hours, 

Kilowatt hours used per car mile, 

Cost of power per kilowatt hour, 

Pounds coal per kilowatt hour, 

Cost power per car mile, 

Total cost power per car mile, 


Percentage of claims paid and expenses of claim department to earn- 


ings from operation. 
Miles of track operated, 
Car miles per mile of track, 
Earnings from operation per mile of track. 


Operating statistics are also frequently expressed by the use of 
curves, a method which has the advantage of showing in graphic 
representation tendencies not otherwise easily grasped. 
Statistical information concerning other phases of the street 
railway industry may prove to be interesting and often valuable, 
but the operating statistics here shown seem essential. 
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EDITORIAL. 
The Tyranny of the Bookbinder. 


It seems as though the sway of the bookbinder over the book- 
keeper were losing its grip. Strange as it would seem to the aver- 
age business man of the last century, bookkeeping is now done in 
many respects without any books at all, if we mean by book a set 
of leaves held together by boards, leather, parchment, paste, glue, 
and thread in such a way as to remain always in the same relative 
position, which was the nineteenth century conception of a book. 
Even in naming the book, the bookbinder’s word was final. If 
he said “Ledger” on the back, ledger it was, and you couldn’t call 
it anything else. 

In the early eighties, a certain intelligent bookkeeper came 
near being ruled out of a technical society, because the committee 
on admissions found that his ledger—the book stamped “Ledger” 
on the back—had no cash account in it. Consequently it did not 
balance. Consequently he was a mere inferior single-entry man, 
unfit to associate with orthodox practitioners of double-entry 
science. He would surely have been rejected had the committee 
been informed of his additional crime in omitting from his ledger 
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the prepositions “To, To, To” on the one side, and “By, By, By” 
on the other, on the specious plea that they were implied in the 
headings “Dr.” and “Cr.” As a matter of fact, he observed the 
essentials of double-entry bookkeeping most exactly; his Cash 
account was not in the binding marked “Ledger,” but it was part 
of the true ledger, of the complexus of accounts which faithfully 
recorded all the doings of the firm by whom he was employed. 
Probably, if he had had the foresight to label his cash-book 
“ Ledger, Vol. II: containing the Cash Account,” he might have 
avoided the conflict with the committee. Possibly, in that case, 
they might have censured him for not keeping any cash-book. 

Posting, also, had to be from book to book at any sacrifice 
of convenience, or else it was improper, almost immoral. Slips, 
bills, tickets, vouchers, were well known, but, instead of the 
obvious course of transcribing their contents wherever they per- 
tained, they had to be “written up” or “journalized” into a bound 
book, preferably a good big one, symbolizing the weightiness of 
the bookkeeper’s function. Then the two big books were laid 
reverently side by side, and the posting was effected by transport- 
ing the entry mentally across the expanse of the four pages, some- 
times spilling its precious contents on the way, and often harking 
back with an uneasy fear that all was not right. 

3ut in this twentieth century manipulation is in the air. The 
bookbinder no longer crushes our individuality between his heavy 
boards, nor ties down our souls with his tapes and threads. We 
luxuriate in the loose leaf which may be released from bondage 
or the card which stands unfettered on parole. And the result is 
that the modern bookkeeper is driven to seek in golf or tennis the 
exercise which once he derived from flopping over thirty-pound 
books and juggling their pages back and forward. 

The man whose shortcomings in the matter of the cash account 
were described above, if he had lived in the modern days of un- 
bound books and unbounded freedom, need not have incurred the 
scorn of the committee. His cash-book pages might have ap- 
peared in the guise of ledger pages headed “Cash,” until their 
multitude made it necessary to transfer the majority to a perma- 
nent receptacle. 

The modern accountant has done much and will do more to 
emancipate the account-keeper from the thraldom of a slavish con- 
formity to the has-been when it does not coincide with the ought- 
to-be. 217 
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The C. P. A. Bill introduced on January 23, 1907, into the Wisconsin 
Legislature passed the Senate, but was not approved by the Assembly. 
The principal objections are said to have been based on the University 
features of the bill, on the special provisions relating to graduates of the 
University of Wisconsin Course of Commerce and on the clause requiring 
certain educational qualifications. The Committee on Legislation of the 
American Association of Public Accountants said of this measure in its 
last semi-annual report: “ Owing to its peculiar ultra-local features and 
obvious unconstitutionality, your Committee has withheld its support, and 
has pointed out to influential citizens of the State wherein the bill is not 
framed upon lines that entitle it to their consideration and support.” 
The opposition to the bill was based largely on the following clause: 


2. No person shall be permitted to take such examination unless he 
shall be a graduate from the course in commerce of the University of 
Wisconsin, or shall for a period of at least three years have been em- 
ployed in the office of a public accountant as an assistant, or shall have 
been practicing as a public accountant on his own account, and shall at 
least three years prior to the date of said examination have successfully 
passed a preliminary examination in such subjects as may be prescribed 
by the board of examiners touching his general education, qualifications, 
and fitness as an accountant, provided that said board may in its discre- 
tion waive the preliminary examination of any applicant who in their 
opinion has had a general education equivalent to that which may be 
prescribed by its rules and is otherwise qualified. 





Reviews of Corporation Reports. 


Conducted by THOMAS WARNER MITCHELL, Ph. D. 


Corporate control is of three kinds, viz.: (1) the control exercised by the stock- 
holder, (2) the control exercised by the board, (3) the control exercised by the officer. 
The purpose of accounts and reports is to make control intelligent. Dothe reports 
rendered to stockholders contain such information as will enable them to exercise in- 
telligent judgment with respect to the fidelity, efficiency and economy of corporate 
trustees and agents? This is thc viewpoint of criticism and analysis appearing in this 
department of THE JOURNAL. 





Reports of the Chicago & Allton. 


The reports which have been received in former numbers of THE 
JourNAL have been chosen mostly from among those which, considered 
from the standpoint of the information contained in their pages, are the 
best of their kind. In this number, we deal with a report which leaves 
much to be desired, but which for other reasons will be of considerable 
interest. The Chicago & Alton certainly does not emulate the copious- 
ness of information found in the reports of the two companies, namely, 
the Union Pacific and the Rock Island, which control it. 

The first matter to receive attention is the Income Account. No 
criticism is offered against this account as found in the Alton’s report 
for the fiscal year ended June 30, 1906. In form and content this account 
is that ordinarily found in a railway report; further, the Income Account 
for this particular year reflects the operations of only one company, 
namely, the present Chicago & Alton Railroad Company. The Income 
Accounts of former years, however, are not so fortunate. Prior to 
March, 1906, as is well known to every reader, there were two Alton 
companies, namely, the Chicago & Alton Railroad Company, which owned 
certain railway lines extending between Chicago, St. Louis, and Kansas 
City, and the Chicago & Alton Railway Company, which owned a small 
amount of branch mileage and leased the properties of the former. It also 
owned most of the stock of the Railroad Company. Now, the reports 
which were given to the general public prior to 1906 were drawn up solely 
from the standpoint of the Chicago & Alton Railway Company, which is 
represented, therefore, as having relations with the Railroad Company; 
but the latter company’s operations are nowhere portrayed. 

To illustrate: In the Railway Company’s report for 1905, that com- 
pany is represented as paying to the Railroad Company a rental, according 
to the terms of the lease, of $4,020,980, consisting of interest on the latter's 
bonds, guaranteed dividends on the stock of its leased subsidiaries, taxes, 
and the balance of net earnings made from the operation of its line. 
But $1,525,622 of this is paid back to the Railway Company in the form 
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of dividends on the Railroad Company’s stock which it owns. Finally, the 
Railway Company carries each year a small remainder of its income to its 
surplus account. This sairplus account, it must be impressed upon the 
reader, is merely that of the Railway Company. Out of the rental re- 
ceived by it, the Chicago & Alton Railroad Company might build up a 
large surplus or an equally large deficiency year by year, and in neither 
case would the stock or bond holders of either company, except those who 
were officers, have the faintest suspicion of its existence. The deficiency 
is, perhaps, improbable, but a surplus is not, and it is sufficiently important 
for consideration. 


The portrayal of the operations of the one company is all right in 
itself. But for completeness of information, the other company’s opera- 
tions should also be presented. Otherwise a report drawn up, not from 
the standpoint of the business of either company alone, but from that of 
the entire system, eliminating ail relationships which exist merely between 
the companies, should be presented. 


The following income statement has been compiled from the income 
accounts presented in the successive reports from Igor to 1906 inclusive. 
It will be seen that the gross earnings have increased over the whole 
period by about 29 per cent., but have fallen off during the last year. 
Operating expenses, however, have shown no tendency toward diminution, 
with the result that the net receipts for 1906 were less even than those 
of 1904. 

The item “Income from Investments for 1906” as compared with that 
of 1905 reflects the effect upon the accounts produced by the consolidation. 
The latter item contains $1,525,622 of “dividends on stock owned,” which 
was first paid by the Chicago & Alton Railway Company to the Railroad 
Company as a part of the rental for the latter’s property, and then paid 
back to the former company as a dividend on its stock. With the con- 
solidation in March, 1906, the identities of these two companies were 
merged, and this paying of the left hand by the right hand pocket, and 
vice versa, ceased. The net earnings of the formerly leased line are no 
longer a fixed charge to the company making the report; this reduces the 
stated fixed charges nearly $2,000,000. At the same time the stated in- 
come from investments and gross income are reduced a million and a 
half. “Net Income” now means the entire net income of the system; 
and the dividends paid include those on the “prior lien” stock, which 
represents the few thousands of old Railroad shares which were never 
exchanged by their owners for stock of the Railway Company. The 
surplus also represents, for the first time, the entire surplus earnings, 
for the year, of the system. 

The next step in a review would naturally be an examination of the 
maintenance allowances to see whether they were adequate. But here the 
investigator strikes a snag. The only average figures obtainable are 
those for repairs of locomotives per mile run and the average expenditure 
for maintenance of way per mile. It is true that the report for 1906, 
for instance, shows average repairs per locomotive of $3,234 for the 
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year, and similar repairs to passenger and freight cars of $671 and 
$47.56 respectively; but stated in this form the data do not have much 
meaning—the yearly average for the unit of equipment would depend 
largely upon the extent of its usage. Such data as can be found are 
presented in the following table: 





Locomotive Repairs per Repairs per Repairs per |Average main- 
repairs per jlocomotive per] passenger car |freight car per|tenance of way 
mile annum per annum annum per mile 





1901 4.56 2,072 1,216 25-24 1,206 
1902 6.21 2,952 881 28.08 1,043 
1903 6.35 2,758 881 43-40 1,325 
1904 6.50 2,808 669 40.45 1,580 
1905 6.99 3,199 632 45-94 1,599 
1906 7.04 3.234 | 671 47-56 1,472 




















The expenditure per mile for maintenance of way is, on the whole, 
as high as or higher than similar expenditures made on other roads in 
the same section of the United States. When we reflect, however, that 
this expenditure is made almost altogether on a main line, for the Alton 
does not have much branch mileage, they at least do not seem too large. 
Since 1902 the expense per mile run of repairing and renewing locomo- 
tives has been about normal; six to seven cents is the range usually 
found on roads in that part of the country. It is to be remarked that 
this cost has been steadily increasing, a fact which might call for ex- 
planation. This might be due to many causes: higher cost of labor, ma- 
terials, and new locomotives, heavier train load, higher speed, and better- 
ments of this branch of the equiprrient at the expense of the operating 
department may be mentioned as possible causes. The increase in the 
cost per mile run is reflected in the increase in the average cost of repairs 
and renewals per locomotive for the year. 

The figures for maintenance of passenger cars seem high for the first 
three years included in the table; that for 1901 is certainly an excessive, 
or perhaps we should say an extraordinary, amount. The figures for 
1904 to 1906 inclusive are about the same as those found in the reports 
of other companies operating lines in the Middle West. 

The expenditures for maintenance of freight cars seem low through- 
out the table, and especially so during 1901 and 1902. While some com- 
panies expend an average of only $45 a year on this branch of the equip- 
nient, the usual expenditure is $60 or above. With this possible excep- 
tion, it may be conceded that the Chicago & Alton properties have been 
properly maintained. 

Sometimes one has occasion to compile a history of what may be 
termed the capital finances (as distinguished from the operating finances) 
of a company, and the question arises, Where should the investigator 
begin his work of collecting information, and how should he build it up 
in order that, when he has finished, he can be reasonably certain that he 
has given a faithful account of his company’s financial activities? It is 
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purposed in the remainder of this review to illustrate one method which, 
it is believed, will give satisfactory results. To this end the next thing 
to be presented is a comparative balance sheet of the Chicago & Alton. 





ASSETS, CHICAGO & ALTON. 





| 
| 
| 


1906 1905 1904 





Cost of Road, Franchise, and Secu’s! 117,303,976) 66,794,631) 66,759,317 
Betterments,Additions, New Equip- 





1,095,873) 1,300,182 
1,441,264 1,213, 838) 703,246 
Other Current Assets............. 2,170,275) 2,142,953) 1,921,535 
Deferred Assets 836,934 
Contingent Assets 24,006 





128,287,328 nasiaigcatial 70,961,204 














LIABILITIES, CHICAGO & ALTON. 





1906 1905 1904 





Capital Stock 39,986,100] 39,086,800} 39,086,800 
Guaranteed Stocks...............| 3,693,200 
Funded Debt 72,350,000 ,000, 27,000,000 
Equipment Notes.. : gh as 3,106,918 PRES IS 
Interest Accrued or Matured. 860,822 760,013 
Bills Payable. . ions babs §80,244|...........-| 1,140,000 
Vouchers and Pay-Rolls. 1,282,766) 1,187,422 
Other Current Liabilities 560,109| 
Deferred Liabilities 
— Liabilities 55,180 af 637,779 
Surplus. . OOS PIER BREE 2 Os, 261,392) 844,754 693,347 








122,872,328) 70,329,562] 70,961,204 











This balance sheet is presented mainly to show the reader the source 
of materials out of which the next table is constructed. Attention may 
be called in passing to the large cost of road, franchises, and equipment 
in 1906 as compared with 1905, and also to the growth in the funded 
debt. These will receive detailed attention later. From these balance 
sheets and that of 1903 is drawn the summary of changes shown on 
another page, which puts the materials in much better form for use. As 
in former reviews, the changes are classified, grouping together the in- 
creases in assets and decreases in liabilities as representing purposes for 
which expenditures of funds have been made, and the decreases in assets 
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and increases in liabilities as representing the sources of the funds 
expended. 

To continue the illustration: Consider the changes which are repre- 
sented as taking place between 1905 and 1906. According to the table, the 
principal purposes of expenditures were represented in an increase in 





the “cost of road, equipment, and franchises,” 


and in “betterments, new 





SUMMARY OF CHANGES IN THE BALANCE SHEET. 





PuRPOSES OF EXPENDITURES 


1905-6 


1904-5 


1993-4 





Increase in Cost of Road, Franchi- 
ses, Securities, etc. ... 
Pe “ Betterments, New 
Equipment 
Cash. . 
Ai Other Current Assets. . 
“i Deferred Assets 
ms Contingent Assets... .. 
Decrease in Bills Payable 
** Vouchers & Pay-Rolls 
“ Other Cur. Liabilities. . 
‘ Deferred Liabilities. 
ai ——— Liabilities. 
“ Surplus. . 





SourRcEs OF FuNDs. 
Decrease in Betterments, 
Equipment 
ca ial Cash 





‘* Other Current Assets. . ea ars: hha aia ae Re 


sy ** Contingent Assets 
Increase i in Capital Stock 
Guaranteed Stock 
Funded Debt 
Equipment Notes 
Interest, Accrued or 
0 eee 
Bills Payable 
Vouchers & Pay-Rolls. 
Other Cur. Liabilities. . 
Deferred Liabilities... . 
Contingent Liabilities... 
Surplus 


59,599,345 


1,095,873 
227,426 


35,314 


2,528,800 


510,592)... 


211,418 


1,370,000 
120,473 





2,158,455 





4,800,108 





899,300 
3,693,200 
45,350,000 
3,016,918 


85,991 


8 | err reer 


269,600 
1,986,216 
perenne: 
° 
2,365,000 


<n pat ° 


EES os o:.5 4.0 oe ONG kph eae oce 2 
Cs 0 bnidine wake dbhaey <0 


‘ woe 
151,407 








54,361,859 





2,158,455 


4,800,108 








equipment, etc.,” 
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the one to the extent of $50,509,345, the other $1,095,873. 


What have been the principal sources of these funds? The funded debt 
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” 


has been increased $45,350,000. “ Guaranteed Stocks” appear for the first 
time and to the extent of $3,693,200, as also does an item of equipment 
notes of the amount, $3,016,918. Finally, there is an increase of $899,300 in 
capital stock. The appearance of $580,244 of “bills payable” might be 
mentioned, but let that pass; the others are sufficient for present purposes. 


Apparently the company has made enormous expenditures upon its 
property and equipment, raising the funds by means of bond, equipment 
bond, and stock sales. But all of this is merely on the surface. The 
Chicago & Alton reports furnish an excellent example of the errors 
into which an investor might fall if he depended solely upon an analysis 
of the statements contained therein as a source of information. The in- 
vestigator will find that such an analysis furnishes an excellent starting- 
point for further investigation, because it gives him a bird’s-eye view, as 
it were, of the whole of a company’s financial operations for each year. 
But he must then get closer to the scene. In other words, he must seek 
further explanation of the changes which he has tabulated. This ex- 
planation he will find in other parts of the company’s reports, in the an- 
nouncements found from time to time in the financial newspapers, in 
official circulars sent out to stock or bond holders, in advertisements, and 
in the investors’ manuals. 


The story of the Alton’s financial operations for 1906 will furnish a 
good example. As before stated, the present Chicago & Alton Railroad 
Company is the result of the consolidation or legal merger in March, 
1906, of the identities of two formerly distinct corporations or legal 
entities, namely, the Chicago & Alton Railroad Company and the Chicago 
& Alton Railway Company. After this consolidation they were no longer 
twain, but were one flesh, both legally and in fact. 

Let us describe once more the situation which existed at the time of 
and prior to this consolidation. In the first place, there was the Chicago 
& Alton Railway Company. Its principal assets consisted of some rail- 
way mileage owned directly, nearly all the capital stock of the older 
Railroad Company, and a ninety-nine-year leasehold interest in the rail- 
road properties and equipment of the latter company. These various 
properties, stocks, and leasehold interests it carried on its books at a valua- 
tion of $66,794,631 (see balance sheet for 1905). This valuation, as will 
readily be seen, represented not a money but a securities cost; for the 
company had outstanding $39,086,800 of its common and preferred stock 
and $27,000,000 of bonds and collateral trust notes—altogether $66,086,800. 


The Chicago & Alton Railroad Company, on the other hand, was the 
company which owned the railway mileage and equipment which had 
been leased to the Railway Company. It had its own accounts, and car- 
ried those properties and equipment at valuations of its own; unfor- 
tunately, reports of this company are not at hand, so that the precise 
amount of the valuation is not known. This valuation, whatever it may 
be, also represented largely a securities cost, the securities consisting at 
this time of bonds to the extent of about $45,356,000 and capital stock to 
the amount of about $22,360,000. Of the latter all but a few thousand 
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shares were owned by the Railway Company: say, $899,300 par value of 
this stock was in the hands of the general public. 

What happened when the consolidation took place? For two systems 
of accounts one system is substituted. The stock of the Railroad Com- 
pany which was owned by the Railway Company is no longer an asset, 
as it had been from the standpoint of the latter, or a capital liability, as 
it had been from that of the former; it ceased to be an asset or a liability 
to the extent of its par value at least, for now there is only one legal 
person, which, of course, cannot owe itself or hold its own obligations 
as more than a nominal asset. 


But the influence of that stock of the old Railroad Company upon the 
valuations and capitalization of the new company was not entirely 
obliterated. While its par value was only about $21,460,000, it had cost 
the Chicago & Alton Railway Company about $61,000,000. This cost was 
in securities consisting of the latter company’s preferred and common 
stock and $22,000,000 of bonds. When the consolidation of the two 
companies came, the $21,460,000 of par value could be eliminated because 
it figured among the assets of one company and the liabilities of the other. 
But the remaining thirty-nine millions had to be carried over into the 
accounts of the consolidated company, and, since there was no stock left 
upon which to put this valuation, there was nothing to do, practically, 
but to add this to the old Railroad Company’s valuation of its properties, 
resulting in the figure given in the balance sheet for 1906, namely, 


$117,303,979. 


Thus we account for the one great change in the Alton’s schedule of 
assets. It came about through the consolidation of the properties ac- 
counts of the too formerly distinct companies and the elimination of the 
par value of the securities which were common to the two balance sheets. 
On the other hand, that part of the old Railroad Company’s stock which 
was held by the public would naturally be represented in the consolidated 
balance sheet; its place was taken by an equal amount of “prior lien” 
stock; this accounts for the apparent stock increase of $899,300. Similarly 
its outstanding bonds, which amounted to $45,350,000, would appear in the 
consolidated balance sheet, as also would the stocks of subsidiary com- 
panies whose dividends were guaranteed by the old Railroad Company 
and which stocks were carried by it in its own balance sheet. 


The above account illustrates a method by which a corporation could 
inflate its capitalization, even if stock watering were absolutely forbidden 
by the laws of every State and of the nation; that is, the capitalization 
could be inflated without the appearance of stock watering, and be done 
legally so long as consolidations or the merging of the identities of two 
or more corporations was legal. The first step, whenever the inflation of 
a certain company’s capitalization was desired, would be the formation of 
another corporation to buy its stock, paying for it by means of its own 
stock or bonds issued at rates of exchange based upon the par value of 
the latter as compared with the market value of the former. This step 
effects the inflation at once, but it is completed by means. of the second 
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step, which is to consolidate the two companies into one, substituting one 
stock issue for the two existing before and of the same amount, par value. 
This leaves the way clear for similar activities in the future, if they be 
found desirable. 

The above example has given the story of only one year’s financial 
operations of this railway system; a similar procedure could be applied to 
those of other years. But this will suffice to illustrate a method of pro- 
cedure in compiling financial history which, though laborious, will give the 
investigator the satisfaction of feeling, when he has finished, that his 
interpretation of the company’s financial operations has been substantially 
accurate and exhaustive. 

We may conclude this review by presenting the following table show- 
ing the growth of the Chicago & Alton’s traffic and earnings since 1901: 





| Passenger- |Ten-miles per|Gross earnings|Operating ex- Oper-| Net earnings 
Year miles per mile] mile of roa on wane penses per mile/#Un& per mile 


lof road opera’d| operated $ ratio 
| 70 


—_|——__|_-_- es Picea. Sees Sa 


I9Q0I| 144,500 894,991 9,826 6,084 61. 3,742 
1902) 150,702 981,629 10,032 6,550 65. 3,482 
1903! 160,424 1,204,698 11,002 7,614 69. 3,387 
1904; 188,012 1,201,854 | 12,484 8,593 66. 3,891 
1905 264,337 1,103,069 12,890 8,684 67. 4,206 
1906, 171,061 1,210,611 11,940 8,423 70. 3,517 


! 




















From this we see that the volume of traffic carried by the Alton has 
increased considerably since 1901, namely, about 18 per cent. for the 
passenger, and 35 per cent. for the freight traffic. The gross earnings 
have not increased correspondingly, namely, only 21.5 per cent., and have 
declined at least during the last year. The operating expenses, however, 
have progressed steadily during all except the last year, taking up a 
greater and greater proportion of the gross earnings. As a result the 
net earnings, though increasing at times, have also fallen at times, and 
were lower in 1906 than they were in 1901. Possibly the Alton is “ drying 
up” again. 

The explanation offered by the management for this weakness in 
earning power is that, although the traffic has increased, the traffic rates 
have fallen off largely, thus depriving the company of the benefit of its 
increased business This is correct, as is shown by the fact that the 
average receipts per ton-mile from the freight traffic were 7.23 mills in 
1901 and only 6.39 mills in 1906. But whatever the explanation, the fact 
remains that the company’s earning power is weak as compared with the 
requirements upon it. A system which, after paying interest charges and 
dividends on only iis preferred stock, has only $194,973 to carry to its 
surplus account is not in condition to receive congratulations. 
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ANNUAL BOND TABLES. A Table of Values for Bonds, Stocks, or 
Notes, having a fixed time to run of one to thirty years and bearing 
interest payable ANNUALLY, showing prices at which they will yield 
3-5%, 3-6%, 3.7% 6% COMPOUNDED SEMI-ANNUALLY. By 
Arthur S. Little Price $2.75. 


It is well known that the value of a bond is affected by the frequency 
with which its interest is paid. A bond at 6 per cent. interest payable quar- 
terly is worth more than one at the same rate per annum but payable semi- 
annually; the latter bond is more valuable than one with annual coupons; 
and we might conceive of a bond on which interest at the rate of 6 per cent. 
per annum was paid only every 5 years, and such a bond would be worth 
still less. 


It is obvious that there is an advantage in having part of the coupons 
fall due early in the year and earn compound interest to the close. 


The vast majority of all the bond-issues in this country pay semi-annual 
interest and this may be considered the standard. In fact all authors and 
compilers of books of bond-values recognize this standard and their normal 
computations are made on the half-yearly basis. 


For the exceptional case, however, of those bonds on which interest is 
paid annually, Mr. Little provides a convenient table running to thirty 
years for bonds at the nominal rates of 4, 4%, 5, 5% and 6 per cent. to 
yield an income equivalent to 3.50, 3.60, 3.70 up to 6 per cent. 
paid semi-annually. 


These last words are very important for it would have been far easier 
to compute these values so as to yield 3.50, 3.60, etc. annually; but in that 
case the tables would have been worthless for the purpose of comparison 
with the ordinary semi-annual bond. 

Mr. Little has added enormously to the labor necessary for construct- 
ing his tables and at the same time has added vastly to their value. 


A purchaser has agreed to buy certain 4 per cent. 20 year bonds, which 
were supposed to bear the ordinary half-yearly coupons, at a price to pay 
3.50 per cent., viz., 107.15. It is discovered when the bonds are about to be 
delivered, that the coupons are annual only. It is evident that the bonds are 
worth less for that reason, but no previous tables have enabled any one 
to ascertain how much less. The purchaser will not be satisfied with a price 
which will pay 3.50 annually (which would be an easy calculation), because 
the original bargain contemplated a semi-annual income of 1.80 per cent. 
which would be worth over 3.63 at the end of the year. 

Mr. Little’s book gives the correct value in this case 106.65, which would 
exactly compensate for the annual feature. But if a book giving annual in- 
come on annual coupons had been consulted it would have made the value 
of the annual bond 107.11. 
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The clearest demonstration that a table of annual bonds at annual in- 
come is useless for comparison with semi-annual bonds at semi-annual 
basis is this: Let it be supposed that the income basis of the bond above 
cited was to have been 5 per cent. semi-annual. Then the “annual-annual” 
tables would show value of 87. 54 as against the ordinary tabular value of 
87.45 showng that the annual coupons were actually worth more than the 
semi-annual ! 


RAILWAY PROBLEMS. Edited, with an introduction, by William Z. 
Ripley, Ph.D., Professor of Economics, Harvard University. New 
York. 686 pages. Price $2.25. 


This book, like the earlier issues in the series entitled “ Selections and 
Documents in Economics,” is a collection of articles and extracts from 
various sources. Thirteen of the chapters are selections from decisions of 
the courts and of the Interstate Commerce Commission, four are taken 
from books, and ten are reprints of illuminating articles which have ap- 
peared in the economic magazines during the last few years. The first 
object of the work is to serve as a reference-book for college classes in 
railroad traffic. But it also appeals to men of affairs, who wish to keep in 
touch with current thought about one of the great questions of the day. 

The first selection is Charles Francis Adams’ essay called “ A Chapter 
of Erie,” the original edition of which is now out of print. The essay is 
well worth preserving, for it is one of the most vivid and informing pic- 
tures of crooked finance ever written. Another notable reprint is Prof. 
Frank W. Taussig’s essay on “ The Theory of Railway Rates,” in which 
the fallacy of the common statement that rate-making is a kind of tax- 
ation is effectively exposed. With his usual clearness of thought and ex- 
pression, Professor Taussig sums up in a few pages the essential prin- 
ciples which must govern the decisions of every successful traffic official. 

The essays of the editor are likely to stir up more hostile criticism 
than anything else in the book. Professor Ripley is an ardent admirer 
and defender of the Interstate Commerce Commission, and apparently 
shares their longing for simplicity and an orderly arrangement of freight 
rates. “ There will be no end to it all,” he says, speaking of the contest 
for supremacy among Western cities, “until the firm foundations of a 
system based upon some scientific principles, as in the Trunk line scheme, 
shall have been devised and adopted here as well as in the Southern 
States.” Just what Professor Ripley means by “ scientific principles,” by 
“inherent reasonableness” of a rate, and by similar catch phrases, is 
nowhere clearly stated. They all look very much like big names for the 
popular notion that railroads ought to make their rates mainly on the 
basis of distance. Professor Ripley’s essays are worth reading, however, 
for the information they contain, even though few students of railway 
problems would regard his conclusions as sound. 


W. H. L. Jr. 
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INTRODUCTION TO BUSINESS ORGANIZATION. By Samuel E. 
Sparling, Ph.D., Assistant Professor of Political Science in the 
University of Wisconsin. The Macmillan Co., New York, 1906. 
374 pages. Price $1.25. 


The preface tells us that “the needs of the student and clerk have 
been constantly in mind in the preparation of this volume.” But the facts 
are, we fear, that the clerk will not learn much of any great practical 
value to him, and that the student whom the author has in mind is a 
student of economics rather than of business. The whole book, in fact, 
is a first-class example of an academic treatment of business topics. 
One of its remarkable features is the author’s naive statement that “ there 
has been a complete adherence to the point of view of the organizer and 
manager of business undertakings in the preparation of these pages.” 

It would be interesting to hear what is Dr. Sparling’s idea of the busi- 
ness man’s point of view. We feel reasonably certain that the efficient 
organizer or manager is looking for something different from the classi- 
fications and descriptions of well-known facts which Dr. Sparling offers. 
As for the student, while the book may give him some useful information 
about business processes, it is likely to counteract that benefit by leading 
him to approach business problems in a wrong way. 

It seems sometimes that the average college professor is constitu- 
tionally incapable of thinking as a business man thinks, of taking hold of 
concrete facts, of reaching out for new ideas, of getting at the vitals of a 
situation. His mind floats passively among cloudy generalities. He sees 
too little and classifies too much. Professor Sparling apparently is not 
so marked an exception to the rule as a writer on business organization 
ought to be. 

The fourteen chapters of the volume treat, among other subjects, 
“ Business Aspects of Farming,” “ Factory Organization,” “ Factory Cost- 
Keeping,” “ Exchanges,” “Direct Selling,” “ Traveling Salesmanship and 
the Mail-Order Business,” “ Advertising,” and “Credits and Collections.” 
Obviously no one man could handle all these various subjects thoroughly. 
The table of contents on its face suggests a general and superficial treat- 
ment, and the text bears out that impression. 

The book, however, has the merit of a clear and simple style, which 
should add to its popularity among the young readers to whom it may 
prove useful. 














Current Magazine Articles. 


Conducted by Grorce E. BARRETT, LL. B., B.C. S. 































The periodical literature of business is enormous in volume, but not impressive in 
quality. Too much of it is mere gossip or disguised advertising or superficial re- 
hash of what sensible business men already know. But among the chaff there are 
always a few grains of wheat which ought not to be allowed to go to waste. It is 
the purpose of this department to pick out and summarize some of the articles that 
are worth attention. As no one man could possibly cover the whole field, the editor 
will be grateful to anyone who will take the trouble to call his attention to articles 
that have been found useful. ? 





U. S. Treasury Bookkeeping. 


In the Government Account for July appears a very valuable article 
describing the new double entry system of accounting which superseded 
the old on July 1, 1907. A description of the old system is also given. 

A brief general description of the old and new systems of Treasury 
bookkeeping is as follows: 


Tue Op System. 


All money either covered into or paid out of the Treasury must, by 
law, be so covered or paid upon proper warrant. These warrants by 
classes and definitions are: 
1. Appropriation Warrants—Warrants issued for purpose of placing 
to the credit of appropriation accounts and to the debit of the general 
account of appropriations the amount appropriated from the general fund 
by Congress. 


° 2. Pay Warrants.—Authorize the Treasurer to pay out funds. There 
are two classes: (a) accountable warrants to disbursing officers which “ 


must be accounted for, and (b) settlement warrants for payment of 
amounts due by the United States in accordance with settlements declared 
by the auditors. 
3. Covering Warrants.——Authorize the Treasurer to take up in his 
3 general accounts moneys deposited with him. There are two classes: 
(a) revenue, covering all revenues deposited, and (b) repay, covering all 
accountable funds redeposited in the Treasury. 
f 4. Transfer and Counter Warrants.—They charge one appropriation 
and credit another. The former charges an appropriation; the latter 
credits another for adjustment of payments made from one appropriation 
which should be made from another, and is also used for settlement of 
appropriation accounts for supplies and services furnished one depart- 
ment or bureau of the Government by another. 
No entries can be made in the books unless supported by one of the 
above warrants or by an auditor’s certificate of settlement. 
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CHARACTER OF RECORDs. 

The following registers are kept: 

A.—Register of Revenue Warrants. 
B.—Register of Pay Warrants. 
C.—Register of Repay Warrants. 

Appropriation Warrants after being properly posted are bound. 

Ledgers kept: Appropriation Ledgers and Personal Ledgers of three 
classes: (a) collecting officers, (b) disbursing officers, (c) Special 
Ledgers. 

Tue New System. 

The following records will be kept: 

. Journal. 
. General Ledger. 
. Balance Sheet, General Ledger. 
. Register of Warrants. 
. Register of Revenue Warrants. 
. Register of Repay Warrants. 
. Register of Auditor’s Settlements. 
. Individual Appropriation Ledger. 
. Individual Personal Ledger. 
10. Individual Ledger of Outstanding Liabilities. 
11. Ledger of Revenues. 
12. Ledger of Expenditures. 

The Register of Warrants corresponds to the Register now in use. As 
to Revenue Warrants, the purpose is to show the credit to the depositor 
and the number of the certificates. 

The Journal sums up and brings into the General Ledger the aggregate 
transaction. 

The registers are posted to ledgers of detailed and individual accounts. 

The General Ledger will contain six general classes of controlling 
accounts : 

Class 1. Accounts of Revenue. 
“ 2. Expenditures. 
3. Statutory Accounts. 
4. Personal Accounts. 
5. Record Accounts. 
6. Clearing Accounts. 

The old system did not show to what extent Congress had pledged the 
Public Fund by appropriation, nor was it possible to strike a trial balance 
of all the accounts. The new system remedies this, and a few advantages 
are: 


ON AM hw ND = 


o 


1. The status of each account in the aggregate can be determined in 
advance of posting the details. 

2. It insures correct details, of which it serves as a proper and com- 
plete check. 


3. It compels a balance of all accounts. 
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4. It anticipates detailed balances of the several accounts, and com- 
pels their correctness. 

5. It requires consistent and comprehensive statements of items entered 
in auditors’ certificates. 


The Crude Petroleum Business. 


A very good article, describing the accounting systems of this busi- 
ness, appears in the July number of the Business Man’s Magazine. 

In producing and marketing crude oil, two distinct sets of books are 
kept—the oil record books and the commercial books. This article is 
confined to a description of the oil record books. 

The forms and books used are: 

No. 1.—Run Ticket. 

“  2—Tank Table. 
3.—Production Record. 
4.—Shipment Report. 
5.—Shipment Record. 
6.—Storage Ticket. 
7.—Storage Record. 
8.—Fuel Ticket. 
g.—Transfer and Adjustment Journal for Oil Record Books. 
10.—Oil Ledger. 
11.—Daily Royalty Report. 
12.—Journal Entry. 

A brief description of the above forms and books follows: 

No. 1. The Run Ticket is used to record the quantity and quality of 
the oil as it is taken from the well. It also serves as the voucher for all 
entries in the Production Record. 

No. 2. The Tank Table is a chart, and is intended to give the quantity 
contained in the tank, by one-quarter inches. 

No. 3. In the Production Book we open accounts with each well or 
wells. The production records contain an abstract of the Run Ticket, 
written under classified headings, according to the well or wells from 
which the particular tank of oil emanated. 

No. 4. The Shipment Report is a form used by the pipe lines to give 
notice of shipments made. It is from these reports that the bills are 
rendered. 

No. 5. The space in the Shipment Report is divided among the pipe 
lines. As the shipment reports are received, they are entered under the 
account of the pipe line from which they emanate. 

No. 6. When oil is run from storage tanks, it is handled in the same 
manner as is done with oil run from the wells. The Storage Ticket, there- 
fore, is used to record such runs. 

No. 7. The object of the Storage Record is to record runs from 
storage tanks. In the storage records, accounts are opened with each of 
the storage tanks in which oil is kept, and, when oil is withdrawn from any 
such tanks, the storage tickets are written into the account of the storage 
tank from which the oil was taken. 
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No. 8 The Fuel Ticket is used to record such oil as is consumed for 
fuel. The fuel tickets are figured in the same manner as the run and 
storage tickets. 

No. 9. The Transfer and Adjustment Journal is the posting medium 
to the oil ledger. It is written up from distributions transferred from 
production, shipment, and storage records, and also contains special 
entries—mostly adjustment and cross entries. ’ 

No. 10. The Oil Ledger in manner of ruling is similar to the ordinary 
ledger, except that the two columns (debit and credit) are headed 
“ Barrels,” as no financial transactions are entered in the oil record books. 

The accounts show the disposition and status, etc., of the oil. 

No. 11. The Daily Royalty Report Form is issued daily for the guidance 
of the guagers. With the aid of this report the gaugers are enabled to 
collect the company’s pro rata of the production with intelligence and 
promptness. 

No. 12. This is a sample of the entries which figure in the “ Transfer 
and Adjustment Journal,” besides those transferred from the record 

























books. 
JourNAL ENTRY FOR TRANSFER AND ADJUSTMENT JoURNAL Book. 
1907. 
rr 2 rr send bh cnneuees enous seeen $11.79 
See Gk. HU Bs od oc as cvsbdneccdanerodesnsans $11.79 





Feb. 10. An adjustment entry—‘“to close out” certain discrepancies 
which “make up” the difference between the balance of the 
Evangeline Oil Co. Pipe Line Account, per our Oil Ledger; 
and their statement rendered as of Jan. 1, 1906. 

Difference in our accounts of two shipments of 12-9, 

Corrections on two tickets prior to Jan. 1, 1906, which 

the Pipe Line failed to give us credit for.......... 
















OS TS aiincdbedddcctdinbeles ccdandescis 
As these items are too small to warrant making claim for, 
we hereby dispose of them as above. 










Importance of Tool-Room Reorganization. 

“The tool-room must be instituted for the highest efficiency and econ- 
omy in the production of tools. Owing to the character of the work any 
other system than day pay is generally impracticable and even if prac- 
ticable it would be inadvisable because of necessity for accuracy. So high 
is the expense per man when compared with that prevailing in the balance 
of the shop, so costly may the tool-room product run, of so great impor- 
tance is rapid production and last but by no means least, so many are the 
opportunities for ‘laying down on the job’ without the possibility of de- 
tection of any such costly tendencies—that some comprehensive plans must 
be adopted, the first to ensure the cheapest possible methods of production 
and second to check up foremen and workmen properly as regards costs 
and accuracy.” 
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This subject is very instructively discussed in an article in the April 
issue of the Engineering Magazine. 

“First get a first-class high-grade tool-room foreman. Work should be 
handled on stock orders and turned out in large quantities by cheap labor 
at a fraction of the cost. Comprehensive plans for standardization, dupli- 
cation, production in quantities and careful supervision of labor must be 
devised.” 

Standardization.—This is possible only if a thorough-going attempt is 
made to effect it. This applies particularly to those shops where the tools 
are of the smaller sizes. 

Duplication—After standardization the duplication of these parts in 
quantities and the keeping of them in the stock bins for immediate use 
becomes possible. The savings are in a large reduction of the initial costs 
because of this production in quantities and that too by a much lower 
priced workman than the tool-maker. Again the possibility of having 
these parts on hand results in a large saving in both the first cost and time. 

Subdivision of labor—Much of the closer work in milling, turning, 
grinding, etc. is often handled by special men who do no other class of 
work. Thus the tool-maker becomes an expert adjuster and assembler 
receiving portions of the tools he is to finish. 

Even in a department composed of four or five men, common horse- 
sense methods applied strictly to their work will result in a saving of both 
money and time. 

“The tool-room system advocated depends upon the determination (by 
estimate) of the proper tool-room costs, item by item, operation by oper- 
ation, before the work begins upon the tool; and then, after the tool is 
completed, the comparison of the actual with the estimated costs, and 
especially the noting on the records of the rapid and the slow workmen 
as shown upon the cards.” “The total time in which the work is actually 
done can be placed upon the card after the operation is completed; 
inasmuch as the man has before his eyes a statement of what should be 
done, he will know what he is accomplishing in the way of speed of pro- 
duction.” Offering bonuses, it is suggested, removes the idea of “ driving” 
which is so distasteful to many workmen. 

The fundamental principles underlying all progressive methods of 
increasing shop efficiency are outlined as follows :— 

Determination of time in which the work should be done. 

Placing it before the workmen themselves in definite form. 

Holding before them the chance for rewards in bonuses and promotion 
for record work, and the fear of reprimand or discharge in case of 
failure through carelessness, negligence or laziness. 

The use of a committee instead of individuals for the determination of 
standards and violations and plans is also suggested which seems to be a 
new system which is rapidly gaining in popularity. 
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The Cost of Maintenance and Depreciation of Cotton Mills.* 


By Harvey Stuart CuHase, C.P.A. 


In cotton mill accounting, as in practically all accounting which has 
to do with manufacturing processes, the division of the bookkeeping most 
difficult to handle successfully is that pertaining to “maintenance.” This 
term is used in its broadest sense as covering all costs of wear and tear 
of plant, including buildings, machinery, tools, etc. Maintenance, right- 
fully used in this broad sense, includes repairs, renewals, reconstruction, 
deterioration (or “deferred maintenance”), and obsolescence. 

We will, in this paper, view it under three primary aspects: 1. Cur- 
rent repairs, meaning wear and tear which is constantly recurring year 
by year, including both labor and materials whose cost should be borne 
by each year separately. 2. Reconstruction, or renewals of portions of 
the plant which have deteriorated for some years and must now be 
renewed. This class of maintenance makes good for a series of years and 
its cost should be spread over such years. 3. Obsolescence, which is a 
true element of depreciation, due to changes in methods of manufacture, 
or improvements in machinery which render portions of the plant obsolete 
even though they may be in excellent physical condition. 

In cotton mills, as in most manufacturing enterprises, the first men- 
tioned class, current repairs, is generally well taken care of in the book- 
keeping, and properly charged against earnings. The second and third 
classes, however, are very unsatisfactorily handled in the great majority 
of mill accounts with which I am acquainted. It is this fact which I de- 
sire to comment on at some length in this paper, to the end, if possible, 
of bringing forcibly to the attention of mill treasurers and directors the 
necessity, which is now more evident than ever before, for better pro- 
vision in mill accounts for these most important matters—deferred 
maintenance and depreciation. 

A discussion of these subjects must necessarily touch upon a number 
of disputed points in the management of mill finances, including the com- 
mon practices of cutting down asset values of plant and wiping out por- 
tions of the values of stocks-on-hand. These practices are frequently 
carried to excess by mill treasurers, as is well known, with the result that 
the annual or semi-annual balance sheet of assets and liabilities becomes 
scarcely other than a farce. At best it is practically an enigma which can 
be translated only by knowledge of secret allowances and hidden per- 
centages which are frequently unknown even to the directors. 

It is evident that such methods of bookkeeping are not accounting 
methods. They do not account for the actual transactions and con- 
ditions. They merely serve as a veil to hide the real situation, which 
may be better or worse than the book showing. 


*An abstract of a paper read before the National Association of Cotton Manufactur- 
ers at their annual meeting, April 24-25, 1907. 
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Cotton Mill Maintenance and Depreciation. 


When the actual condition is worse than the book statements, all men 
of whatever views unite in discountenancing such methods; but, when the 
actual condition is better than the book showing, many men will endorse 
such bookkeeping as “conservative” or “safe.” So long as such allow- 
ances are truly conservative and safe ones and the practice does not 
reach the point where the books become misleading, we may all proper'y 
agree with such a standpoint. When, however, conservatism runs to 
such lengths that the real result of the business of a period is so hocus- 
pocused with per cent. reductions, hidden allowances, and secret reserves 
that the directors themselves can not tell whether the profits shown have 
been earned in that period, brought forward from some prior period, or 
carried forward to some future period, then it is certainly time for the 
auditor, in the interest of the stockholders, to object strenuously. 

To return now to our present themes, maintenance and depreciation, 
and the parts they play in whatever justification there may be for secret 
reserves and partly stated assets. All mill experience, failures and suc- 
cesses alike, go to show that there must be ample reserves. The only 
question, then, is this, Shall reserves be secret, or shall they be openly 
entered as actual accounts in the books? 

I desire in this paper to enter a strong plea for the latter course, and 
to point out the advantages of such a course. The present time is espe- 
cially well fitted for an impartial consideration of such subjects, for the 
reason that other lines of manufacture, particularly machine shops, elec- 
tric plants, railroad and railway enterprises, public service companies, and 
municipal industries alike, are up against these problems of depreciation 
in a way never before fully realized. In many of these enterprises a 
correct solution of these problems is a life or death matter. I contend 
that the cotton industry in New England and elsewhere is confronted by 
the same specter, and that it behooves mill managers and mill accountants 
generally to get exceedingly busy, and come to definite and sound con- 
clusions in regard to these questions, before the time elapses when such 
conclusions can be successfully acted upon. 

Now, what does all this mean? What must mill managers and ac- 
countants consider? Can they avert insolvency or increase profits by 
nmiere bookkeeping? It should be unnecessary to state that no such re- 
sults can be directly expected. Indirectly, however, correct accounting 
leads to exactly such conclusions. It accomplishes this by putting before 
the managers the actual results of the business for the period and the 
true financial conditions at the end of the period. What, then, would an 
impartial outside observer advise? Would he not advise a persistent 
attempt to consciously provide for deferred maintenance and depreciation 
by the formation of reserves, correctly set forth in the books, and based 
upon experience of many previous years? Would he not urge that careful 
estimates be made periodically, covering these doubtful elements and un- 
known contingencies, and that such amounts be charged to expense pro 
rata over the months of the period, and at the same time credited to one 
or more depreciation (or deferred maintenance) reserves, which will 
stand upon the books as liability accounts—true reserves, as the name 
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implies? Thereafter, all actual expenditures for reconstruction and re- 
newals, other than current repairs, will be charged against these reserve 
accounts, whose balances at the end of the period will be carried forward 
to the new period. 

With such reserves carefully calculated and in regular use, all assets 
can be, and should be, set up at their true values—viz., cost less deprecia- 
tion, or plus appreciation—and a balance sheet thereby provided from which 
the true financial condition of the enterprise could be readily determined. 

The tendency to-day in the best managed competitive businesses is to 
strive to make the accounts keep close to the facts, but the facts which are 
most elusive and most difficult to establish are acknowledged to be these 
very elements of maintenance and depreciation. Other operating costs are 
easily determined. General expenses are equally definite. Interest, taxes, 
insurance, etc., are positive, but deferred maintenance or deterioration, 
which is all the time going on, but only now and then actually evident, is a 
perplexing problem. The only way to conquer it is to get after it in 
earnest, not to neglect it, or refuse to recognize it, or to smother it under 
wholesale allowances and secret reserves, which bring in more serious 
problems than those they are supposed to provide for. 





Ohio Society. 

The annual banquet and business meeting of the Ohio State Associa- 
tion of Public Accountants was held at the Ohio Club, Saturday evening, 
June 22. Twenty members of the association and their guests enjoyed 
an elaborate banquet, after which a four hours’ session was held to dis- 
cuss important changes in the constitution. ; 

The election of officers resulted in the following directors being 
chosen: Guy Kennedy, Carl N. Nau, J. H. Kauffman, A. C. Earnest, and 
J. S. Goodloe. Guy Kennedy was elected President, and J. H. Kauffman 
Secretary and Treasurer. C. A. Covert and G. F. Masell were elected 
as the two additional directors to take their places on the executive board 
as soon as the constitution is properly amended to permit the expansion of 
the board to seven members. The next meeting will be held next Decem- 
ber, and will be social in its nature. 
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New York C. P. A. Problems. 


Sotutions By LEo GREENDLINGER, B. C. S. 


oO 
Following are the third and sixth problems in the Practical Account- < 
ing paper, set in the New York C. P. A. examination in June, 1907, with 


solutions. 
QUESTION 3. 


The Fox & Dix Company, a close corporation, became embarrassed 
through the failure of a friendly company to whom they had given their 
accommodation paper, and a trustee was appointed February 1, 1906, to 
take charge of their affairs for the benefit of the creditors. 

The condition of the estate, when the trustee took charge, was as 


follows: 
LIABILITIES. 


Mortgage on real estate, maturing Feb. 1, 1907.... $15,000.00 

Interest, due Feb. 1, 1906, six months at 5% 

Taxes due 

Book accounts payable 

Bills payable (including accommodation paper, 
$56,000.00) 

Capital stock 

Surplus, per profit and loss account 


Cash on hand and in bank 
Merchandise (stock of goods) 
Book debts (including accommodation account, 


56,000.00 
Bills receivable 
Real estate 


$120,872.00 

In order to complete contracts and so realize to the best advantage on 
the goods in stock, the trustee purchased merchandise to the amount of 
$50,000, and during the year collected $100,002 cash from sales. 

The accommodation account was settled for 60%. The other book debts 
realized $4,100, and the bills receivable $3,600. Balance lost. 

The accommodation paper was settled by paying $40,000 cash and re- 
newing $16,000, entailing legal fees, interest, and petty expenses of $2,200. 

The other bills payable, the accounts payable, taxes and interest on 
mortgage for eighteen months, were paid in course of settlement, and the 
principal of the mortgage was paid off at maturity. 

The running expenses were as follows: clerk hire, $1,500; office ex- 
penses, $1,000; allowances to officers, $3,000; trustee’s commissions, $3,000. 

On February 1, 1907, the trustee surrendered charge of the company’s 
offices and paid over the cash balances in his hands. On said date there 
were also uncollected book debts $2,000, and merchandise stock $8,000. 

Prepare a realization and liquidation account, a trustee’s cash account, 
and a balance sheet of the estate at termination of trust. 
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SOLUTION. 


REALIZATION AND LIQUIDATION ACCOUNT 
OF THE 


FOX & DIX 


COMPANY 


February 1st, 1907. 








ASSETS TO BE REALIZED. 
Bills Rec’ble... $4,112 
Accounts Rec., 

(inc. accom). . 60,800 
Mdse. (stock)... 25,310 
Real Estate. 30,000 $120,222 





LiaBILITIES LIQUIDATED. 


. > er 210 
Int. (6 mos.)... 375 
Bills Payable.. 41,400 
Acc’ts Pay..... 3,900 
M’tge on R.E.. 15,000 $60,885 





LiaBititigs Not LiQuiDATED: 
Bills Pay $16,000 


SUPPLEMENTARY CHARGES: 
Pur’ses & Inv.. 67,310 





LIABILITIES TO BE LIQUIDATED: 


Taxes (due).... $arzo0 
Interest (due for 
6 mos.)..... 375 


Bills Payable 
(incl. acc.).... 57,400 





Acc’ts. Pay..... 3,900 
M’tge on R.E.. 15,000 $76,885 
Assets REALIZED. 
Bills Rec ...... 3,600 
Acc’ts Rec..... 37,700 
Mdse. (from 
stock) ...... 17,310 $58,6ro 





Assets Not REALIzED: 
Mdse. (bal.Inv) 8,000 
Real Estate.... 30,000 $38,000 











Exp. on Accom 2,200 
Interest (1 y’r). 750 
Clerk Hire. ... 1,500 SUPPLEMENTARY CREDITS: 
Office Exps... 1,000 Cash sales..... 100,002 
Allow. to offi- Acc’ts Rec..... 2,000 $102,002 
Tete 3,000 _ 
Trust’sComm. 3,000 $78,760 Loss on Reali- 
zation ...... 370° 
$275,867 $275,867 
TRUSTEE’S CASH ACCOUNT 
CasH RECEIVED. CasH Palp. 
Amount on hand $650 Taxes (due) _........ $210 
I 100,002 | Bills Payable __—...... 41,400 
Bills Receivable ...... 3,600 Accounts Payable. 3,900 
Accounts Receivable. . 37,700 Interest on M’tge (18 
PE wn ade dese 1,125 
M’tgeonR.E......... 15,000 
Purch’s of Mdse...... 50,000 
Exp. con. with Accom. 2,200 
Clerk Hire........... 1,500 
Office Expenses ...... 1,000 
Allow’s to Officers .... 3,000 
Trustee’s Comm.,.... 3,000 
Balance with Trustee.. 19,617 
$141,952 $141,952 














240 











York C. P. A. Problems. 


BALANCE SHEET 





AsSETs. LIABILITIES. 
Cash with Trustee... $19,617 Cred. on Notes Pay.... $16,000 
Accounts Receivable 2,000 Cap. & Surp .. 43,987 
Mdse. (on hand) Less loss on 
Real Estate Realization......370 43,617 





$59,617 











COMMENTS ON PROBLEM 3. 


The adopted form, dividing the realization account into four parts, 
brings out many important features; viz.: By adding assets realized with 
assets not realized we find the total to be $96,610.00, which total, subtracted 
from assets to be realized, leaves a difference of $23,612.00, which is a loss 
on the realization proper. If this total is added with the item expenses in 
connection with accommodation account, $2,200.00, we have the total gross 
loss on the realization, namely, $25,812.00. Adding liabilities liquidated 
with liabilities not liquidated, the total equals the total sum of liabilities 
to be liquidated. 

The last part, Supplementary Charges and Supplementary Credits, 
shows the trustee’s subsequent operations, viz.: Charges $76,560.00 (de- 
ducting $2,200.00 of expenses connected with accommodation account) 
against credits $102,002.00, leaving a gross gain on trustee’s operation of 
$25,442.00, which sum, deducted from losses on realization ($25,812.00), 
leaves a net loss of $370.00. 

The interest paid on the mortgage is divided; as the first payment for 
six months belongs to a period preceding the trusteeship, while the latter 
for one year belongs to the trusteeship period. 

Expenses on accommodation are classed with supplementary charges, 
as it was not a liability to be liquidated, and hence could not be classed 
anywhere else but with supplementary charges. 
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QUESTION 6. 


_ The Montauk Manufacturing Company becomes insolvent, and the re- 
ceiver appointed to wind up its affairs has a balance sheet prepared from 
the books, which shows the following values: 


BALANCE SHEET, JULY 2, 1906, MONTAUK MANUFACTURING COMPANY 









siaite ASSETs. ¢ LIABILITIES. 

TTT 1,402 : 

Bills Rec... .... $2,108 | eta S. Es: 
Accts Rec..... 19,740 21,848 Interest on bond 


due July, 1906.. 2,700 
Bonds, issued for 
factory site 


Raw material... 16,200 
Partly man’f’d 


goods...... 5,400 + Je 
Fin. wares. ... 13,900 , & building. 90,000 
Consumable axes, —" 

supplies... . . 300 35,800 etc., due 2,500 








Factory site & 

building... .. 90,000 
Machinery..... 50,000 
Tools & Ap..... 7,000 
| a errre 8,000 
Horses & Tr’ks. 4,000 
Office fix...... 600 ~3= 69,600 

$218,650 $190,660 

Defic’y losses.. 72,010 Capital Stock 100,000 








$290,660 $290,660 





The machinery, boats, and horses and trucks are pledged on chattel 
mortgage to secure creditors to the amount of $45,000, $6,000, and $3,000 
respectively. ; 

he mortgagees of the machinery agree to purchase it for $30,000, and 
the other mortgagees agree to take over the chattels in full satisfaction, 
which offers are Believed to exceed what the securities would realize on 
forced sale. ; 

It is estimated that raw materials, partly manufactured, and finished 
wares can be sold for $29,000, while the consumable ne are not in 
marketable quantities, that the tools and appliances will bring $4,000, and 
the office furniture —_ The bills receivable are all good, but $1,640 of 
book debts are uncollectible. Customers’ notes to the amount of $7,000 
= ga discounted, and the maker of one of said notes for $340 has 
ailed. 

Prepare a statement of affairs and a deficiency account. 
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DEFICIENCY ACCOUNT. 





Capital stock . $100,000 Trade losses. . . $72,010 
Deficiency. eee 6,890 SHRINKAGES: 
Acce’ts Rec. . $1,640 
Mater’ls and 
fin. goods... 6,800 
Machinery.... 20,000 
Tools mo | Ap- 
pliances..... 3,000 
Boats 


Office Fixtures 


Loss through 
liability in 
respect of 
notes disc’d 340 








$106,890 $106,890 





CoMMENTS ON PROBLEM 6. 


The item factory site and buildings, $90,000, is omitted from the 
realization column on the asset side, as the bond is supposed to be covered 
by a mortgage on the same; for the same reason are the other three 
items, viz., machinery, boats, and horses and trucks, omitted. The item 
taxes and wages, $2,500, is deducted from the assets, as this is a preferred 
claim, and must be met from the total assets before any of the creditors 
can realize. 

From the accounts payable on the liability side are subtracted $39,000, 
viz., $30,000 for the amount realized on the sale of the machinery; $6,000 
for the amount realized on the sale of the boats; $3,000 for the amount 
realized on the sale of the horses and trucks, all being subject to a chattel 
mortgage to secure accounts payable so deducted. 

As the sale of the machinery does not cover the amount due the 
mortgagee, although the problem is silent as to the fact, yet, from the 
construction and a of the average mortgage instrument, the mort- 
gagor is liable for any deficiency. This is also true from a legal standpoint 
in bankruptcy matters. So the mortgagee is permitted to share in the re- 
maining assets pro rata with the other creditors. 

Interest on bonds, although scheduled, could not legally be forced, as 
other creditors could insist that the same be covered from the —— 
the factory site and buildings—unless surrendered, instead of from other 
assets, for the simple reason that every mortgage reads that the security 
covers both, capital as well as interest. 








News and Notes. 


Firm Changes. 

Mr. H. F. Searle, C. P. A., and Mr. F. T. Nicholson, C. P. A., announce 
the formation of a partnership. Besides undertaking audits, investiga- 
tions, and accounting work of a general character, the firm will make a 
specialty of factory cost-systems. 





Jones, Caesar, Dickinson, Wilmot & Co. announce that Mr. J. E. 
Sterrett, C. P. A. of Philadelphia and New York, has joined the firm, 
the practice of which will hereafter be conducted under the firm name of 
Dickinson, Wilmot & Sterrett, with offices at 925 Chestnut Street, Phila- 
delphia, in addition to those hitherto maintained. 





The Secretary of the New York Society sends out the following notice 
under date of July 2, 1907: 

I am to-day in receipt of a letter from George Colville, Esquire, Secre- 
tary of the Institute of Chartered Accountants, Moorgate Place, London, 
E. C., England, which letter is in part as follows: 

“T am instructed by the Council to inform you that they will be glad to 
place the Library and Members’ Room of this Institute at the disposal of 
your members who may be temporarily visiting this country, on produc- 
ing a letter of introduction from you.” 

Yours very truly, 


Leon BRUMMER, 
Secretary. 





New York State Society. 


The June meeting of the New York State Society of Certified Public 
Accountants, which was held at the Waldorf-Astoria, was very largely 
attended, chiefly owing to the fact of the programme of the evening, which 
included the presentation of a loving-cup to Mr. Francis How, the re- 
tiring Treasurer of the Society. The cup was a very beautiful example of 
the silversmith’s art, and was inscribed “Presented to Francis How, 
C. P. A., by the New York State Society of Certified Public Accountants 
in recognition of his faithful services as Treasurer, May 11, 1903-May 
13, 1907.” 
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The report of the Committee having under consideration the engage- 
ment of permanent headquarters was read, and there was much discussion 


thereon. No final action was taken. 


The following are the names of the Delegates and Alternates to The 
American Association who were elected at this meeting: 


Delegates: 
Franklin Allen, 
Edgar M. Barber, 
Francis R. Clair, 
Leonard H. Conant, 
Henry R. M. Cook, 
Francis Gottsberger, 
Charles S. Ludlam, 
Duncan MaclInnes, 
Samuel D. Patterson, 
Arthur G. Potter, 
Thomas P. Ryan, 
Edward L. Suffern. 


Alternates: 


Howard B. Cook, 
Thomas W. Duane, 
Leon O. Fisher, 
Francis How, 
Ferdinand W. Lafrentz, 
John R. Loomis, 
Wood D. Loudoun, 
Farquhar J. MacRae, 
Thomas J. McFall, 
James A. McKenna, 
Arthur W. Teele, 
W. A. Watson. 


The following resolutions were adopted: 

Resotvep, That the Board of Delegates from the New York State 
Society of Certified Public Accountants be, and hereby are, instructed to 
vote in Convention as a unit on all matters which may require their vote. 

Resotvep, That the Delegates from the New York State Society of 
Certified Public Accountants are hereby instructed to present to the Con- 
vention of The American Association of Public Accountants, which is to 
be held in October of this year, the name of Mr. Elijah W. Sells for re- 
election as President of The American Association, urging upon the 
Convention to the best of their ability his re-election, in recognition of 
his efficient services as President during the past year. 





